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REVENUE  ACT  OF  1992 


June  30,  1992. — Committed  to  the  Committee  of  the  Whole  House  on  the  State  of 
the  Union  and  ordered  to  be  printed 


Mr.  Rostenkowski,  from  the  Committee  on  Ways  and  Means, 
submitted  the  following 

REPORT 

together  with 
ADDITIONAL  VIEWS 

[To  accompany  H.R.  11] 
[Including  cost  estimate  of  the  Congressional  Budget  Office] 

The  Committee  on  Ways  and  Means,  to  whom  was  referred  the 
bill  (H.R.  11)  to  amend  the  Internal  Revenue  Code  of  1986  to  pro- 
vide tax  incentives  for  the  establishment  of  tax  enterprise  zones, 
and  for  other  purposes,  having  considered  the  same,  report  favor- 
ably thereon  with  an  amendment  and  recommend  that  the  bill  as 
amended  do  pass. 

The  amendment  strikes  out  all  after  the  enacting  clause  of  the 
bill  and  inserts  a  new  text  which  appears  in  italic  type  in  the  re- 
ported bill. 

I.  LEGISLATIVE  BACKGROUND 

Background  on  H.R.  11 

H.R.  11  (the  "Enterprise  Zone  Tax  Incentive  Act  of  1991")  was 
introduced  on  January  3,  1991,  by  Messrs.  Rostenkowski,  Rangel, 
Archer,  Stark,  Jacobs,  Ford  of  Tennessee,  Matsui,  Mrs.  Kennelly, 
Messrs.  Coyne,  Andrews  of  Texas,  Moody,  Cardin,  McDermott, 
Vander  Jagt,  McGrath,  Sundquist,  and  Mrs.  Johnson  of  Connecti- 
cut. As  introduced,  the  bill  provides  tax  incentives  for  the  estab- 
lishment of  tax  enterprise  zones. 
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The  Committee  on  Ways  and  Means  marked  up  H.R.  11  on  June 
24-25,  1992,  and  ordered  favorably  reported  an  amendment  in  the 
nature  of  a  substitute  on  June  25,  1992.  H.R.  11  as  reported  ("Reve- 
nue Act  of  1992")  contains  seven  titles: 

Title  I — Provisions  Relating  to  Distressed.  Urban  and  Rural 

Areas; 

Title  II — Growth  Tax  Incentives; 
Title  III — Revenue-Increase  Offsets; 
Title  IV— Tax  Simplification; 
Title  V— Taxpayer  Bill  of  Rights  2; 
Title  VI — Technical  Corrections;  and 

Title    VII — Subcommittee    Legislation    (Social  Security, 
Human  Resources,  and  Oversight  Subcommittees). 

Prior  Action 

Several  of  the  provisions  of  H.R.  11  as  reported  were  previously 
included  in  H.R.  4210~  ("Tax  Fairness  and  Economic  Growth  Act  of 
1992")  as  passed  by  the  House  or  as  included  in  the  conference 
agreement  on  H.R.  4210  (as  passed  by  the  House  and  Senate  and 
vetoed  by  the  President):  extension  of  certain  expiring  tax  provi- 
sions, real  estate  provisions,  minimum  tax  modifications  relating  to 
contributions  of  appreciated  property  and  ACE  depreciation  adjust- 
ment, repeal  of  the  luxury  excise  tax  on  certain  items,  imposing 
excise  tax  on  diesel  fuel  used  in  noncommercial  motorboats,  em- 
ployer tax  credit  for  FICA  taxes  paid  on  top  income,  certain  reve- 
nue-increase offsets  (mark-to-market  accounting  for  dealers  in  secu- 
rities, tax  treatment  of  certain  FSLIC  financial  assistance,  depre- 
ciation period  for  nonresidential  real  property,  treatment  of  pre- 
contributions  gain  on  certain  partnership  redemptions,  deny  deduc- 
tion for  club  dues,  modification  of  individual  and  corporate  estimat- 
ed tax  payment  rules,  taxable  year  election  for  partnerships,  etc.), 
tax  simplification  provisions,  and  Taxpayer  Bill  of  Rights  2. 

Also,  H.R.  11  includes  provisions  of  H.R.  1555  (Technical  Correc- 
tions Act)  as  passed  by  the  House,  except  for  the  health-related  cor- 
rections of  H.R.  1555.  (See  H.  Rept.  102-381,  Part  1,  November  25, 
1991,  for  the  Committee  report  on  H.R.  1555.) 

Committee  and  Subcommittee  Hearings 

The  Committee  on  Ways  and  Means  and  its  Subcommittees  held 
several  public  hearings  during  the  102nd  Congress  (1991  and  1992) 
related  to  the  provisions  included  in  the  substitute  amendment  to 
H.R.  11. 

COMMITTEE  HEARINGS 

The  Committee  on  Ways  and  Means  held  hearings  on  middle 
class  tax  relief,  tax  equity  and  fairness,  and  economic  stimulus  and 
growth  on  December  5-6  and  17-18,  1991,  and  on  the  President's 
revenue  proposals  and  other  related  tax  proposals  on  February  4-6, 
1992  Also,  the  Committee  held  hearings  on  expiring  tax  provisions 
on  January  28-29  and  February  10,  1992.  The  Committee  held  a 
hearing  on  the  tax  aspects  of  Government-assisted  acquisitions  of 
thrift  institutions  on  February  11,  1992. 
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The  Committee  held  hearings  on  general  tax  simplification  issues 
(H.R.  2777  and  H.R.  2775)  and  technical  corrections  (H.R.  1555)  on 
July  23-24,  1991.  The  Committee  also  held  hearings  on  the  tax 
treatment  of  intangible  assets  (H.R.  3035,  H.R.  1456,  H.R.  563)  on 
October  2  and  29,  1991.  (For  other  simplification  hearings,  see  Sub- 
committee hearings  below.) 

SUBCOMMITTEE  HEARINGS 

The  Subcommittee  on  Select  Revenue  Measures  held  a  hearing 
on  July  29,  1991,  on  certain  tax  simplification  issues  (including 
partnerships  and  tax-exempt  bonds)  that  were  included  in  H.R. 
2777  and  H.R.  2775.  The  Subcommittee  also  held  hearings  on  pen- 
sion simplification  (H.R.  2730,  H.R.  2641,  H.R.  2742)  on  July  25  and 
September  16,  1991,  and  on  mutual  fund  tax  simplification  (H.R. 
2730)  on  September  17,  1991. 

The  Subcommittee  on  Select  Revenue  Measures  held  hearings  on 
enterprise  zone  tax  proposals  (H.R.  11,  H.R.  23,  and  other  propos- 
als) on  June  25  and  July  11,  1991. 

The  Subcommittee  on  Oversight  held  hearings  on  taxpayer  rights 
on  July  18  and  September  25,  1991.  A  Subcommittee  Report 
(WMCP:102-28)  was  issued  on  November  14,  1991,  and  H.R.  3838 
was  introduced  following  the  Subcommittee  hearings.  The  Subcom- 
mittee on  Oversight  and  the  Subcommittee  on  Social  Security  held 
a  joint  hearing  on  deceptive  mailings  and  solicitations  to  senior 
citizens  and  other  consumers  on  May  14,  1992.  A  joint  Subcommit- 
tee Report  on  deceptive  solicitations  was  issued  on  June  18,  1992 
(WMCP:  102-45). 

The  Subcommittee  on  Social  Security  held  a  hearing  on  the  Rail- 
road Retirement  System  on  September  26,  1991,  and  a  hearing  on 
levels  of  service  to  the  elderly  and  disabled  under  the  Social  Securi- 
ty Administration's  Fiscal  Year  1993  administrative  budget  request 
on  March  5,  1992. 

The  Subcommittee  on  Human  Resources  held  a  hearing  on  cer- 
tain issues  relating  to  the  AFDC  and  the  JOBs  Programs  on  De- 
cember 9,  1991,  and  a  hearing  on  job  opportunities  and  basic  skills 
training  programs  on  May  29,  1992. 

II.  EXPLANATION  OF  PROVISIONS 

Budget  Compliance  Provisions  (Sec.  2  of  the  Bill) 

Present  Law 

The  Budget  Enforcement  Act  of  1990  ("1990  Act")  amended  the 
1985  Balanced  Budget  and  Emergency  Deficit  Control  Act  to  estab- 
lish new  budget  scorekeeping  rules  for  legislation  with  budgetary 
consequences. 

The  1990  Act  subjects  discretionary  spending  for  1991  through 
1995  to  specified  dollar  maximums  ("caps").  Increases  in  discretion- 
ary spending  may  not  be  offset  by  higher  taxes  or  fees  under  the 
new  budget  rules.  Direct  spending  programs  (entitlements  and 
other  mandatory  spending)  may  be  increased  only  if  the  increases 
are  offset  in  each  year  by  lower  direct  spending  in  other  programs 
or  by  higher  taxes  or  fees  ("pay-as-you-go  accounting").  Under  the 
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pay-as-you-go  accounting  regime,  if  direct  spending  increases  or 
revenue  losses  are  not  offset  year-by-year  within  the  pay-as-you-go 
accounts,  a  sequester  (automatic  reduction)  in  these  accounts  will 
occur  annually. 

Reasons  for  Change 

The  United  States  currently  confronts  a  variety  of  economic 
problems:  a  recession  that  has  affected  the  nation's  businesses  and 
workers  for  most  of  the  last  2  years;  a  long-term  reduction  in  the 
rate  of  economic  growth,  resulting  in  stagnant  wage  growth  that 
threatens  future  living  standards;  a  widening  gap  between  skills  of 
the  domestic  workforce  and  skills  required  in  domestic  jobs;  and 
social  problems  that  ignite  our  cities  and  drain  our  rural  areas  of 
productive  workers. 

It  is  appropriate  that  legislation  provide  relief  for,  and  solutions 
to,  these  problems.  One  of  the  most  important  characteristics  of 
such  legislation  must  be  a  commitment  to  a  pay-as-you-go  regime, 
so  that  the  spending  done  by  this  generation  will  not  be  increasing- 
ly burdensome  to  future  generations.  That  commitment  can  be  met 
on  a  multi-year  basis  and  still  promote  future  economic  strength 
and  labor  force  productivity. 

A  temporary  increase  in  the  deficit  to  address  these  problems  re- 
quires relaxation  of  the  specific  details,  but  not  the  theme,  of  the 
1990  Act's  pay-as-you-go  regime.  The  deficit  increases  in  certain 
years  under  the  bill  are  more  than  offset  by  the  revenue  increases 
in  future  years.  In  order  for  those  net  future  revenue  increases  to 
reduce  the  deficit,  they  must  not  be  considered  on  the  pay-as-you-go 
scorecard  so  that  they  will  not  be  used  to  fund  increases  in  other 
pay-as-you-go  programs. 

Explanation  of  Provision 

Any  changes  in  budget  authority,  outlays,  or  receipts  resulting 
from  the  provisions  of  the  bill  are  not  to  be  considered  for  seques- 
ter calculations  under  section  252  or  253  of  the  1985  Balanced 
Budget  and  Emergency  Deficit  Control  Act,  as  amended  by  the 
1990  Budget  Enforcement  Act,  including  the  pay-as-you-go  account- 
ing regime.  This  will  prevent  a  sequester  of  entitlement  accounts 
in  years  in  which  the  bill  increases  the  deficit,  and  will  reserve 
excess  revenues  for  deficit  reduction  in  years  in  which  the  bill  re- 
duces the  deficit. 

TITLE  I.  PROVISIONS  RELATING  TO  URBAN  AND  RURAL 
DISTRESSED  AREAS 

Subtitle  A.  Enterprise  Zone  Tax  Incentives  (Secs.  1101-1104, 

1111,  1121,  AND  1131  OF  THE  BlLL) 

Present  Law 

The  Internal  Revenue  Code  does  not  contain  general  rules  that 
target  specific  geographic  areas  for  special  Federal  income  tax 
treatment.  Within  certain  Code  sections,  however,  there  are  defini- 
tions of  targeted  areas  for  limited  purposes  (e.g.,  low-income  hous- 
ing credit  and  qualified  mortgage  bond  provisions  target  certain 
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economically  distressed  areas).  In  addition,  present  law  provides  fa- 
vorable Federal  income  tax  treatment  for  certain  U.S.  corporations 
that  operate  in  Puerto  Rico,  the  U.S.  Virgin  Islands,  or  a  possession 
of  the  United  States  to  encourage  the  conduct  of  trades  or  business- 
es within  these  areas. 

Reasons  for  Change 

The  committee  believes  that  special  consideration  should  be 
given  to  the  problems  of  distressed  urban  and  rural  areas.  Revital- 
ization  of  economically  distressed  areas  through  expanded  business 
and  employment  opportunities,  especially  for  residents  of  those  dis- 
tressed areas,  should  help  alleviate  both  economic  and  social  prob- 
lems, including  distress  resulting  from  narcotics  and  crime.  The 
committee  also  believes  that  any  Federal  tax  incentives  for  dis- 
tressed areas  should  be  provided  in  conjunction  with  State  and 
local  programs.  Finally,  the  committee  believes  that,  because  of  the 
uncertainty  about  the  operation  of  Federal  tax  provisions  that 
target  geographic  areas,  the  tax  enterprise  zone  provisions  should 
be  a  demonstration  program  subject  to  Congressionally  mandated 
studies  to  review  the  efficacy  of  the  program. 

Explanation  of  Provisions 
Designation  of  tax  enterprise  zones 
In  general 

A  total  of  50  tax  enterprise  zones  may  be  designated  before  the 
end  of  1996.  Tax  enterprise  zones  are  either  urban  tax  enterprise 
zones  or  rural  development  investment  zones,  and  are  to  be  desig- 
nated from  areas  nominated  by  State  and  local  governments,1  a 
State-chartered  economic  development  corporation,  or  a  governing 
body  of  an  Indian  reservation. 

The  Secretary  of  Housing  and  Urban  Development  (HUD)  may 
designate  25  urban  tax  enterprise  zones  (up  to  8  zones  selected  in 
1992  through  1993,  7  zones  in  1994,  6  zones  in  1995,  and  4  zones  in 
1996).  Any  shortfall  in  designations  of  zones  may  be  carried  for- 
ward to  the  next  year,  but  not  beyond  1996. 

The  Secretary  of  Agriculture  (in  consultation  with  the  Secretary 
of  Commerce)  may  designate  25  rural  development  investment 
zones  (at  least  one  of  which  must  be  located  on  an  Indian  reserva- 
tion). The  maximum  number  of  rural  development  investment 
zones  designated  each  year  is  the  same  as  with  urban  tax  enter- 
prise zones. 

Zone  designations  generally  will  remain  in  effect  for  15  years.2 


1  For  purposes  of  the  bill,  the  term  "local  government"  means  any  county,  city,  town,  town- 
ship, parish,  village,  or  other  general  purpose  political  subdivision  of  a  State  (and  certain  combi- 
nations of  such  political  subdivisions). 

2  The  designation  of  an  area  as  a  tax  enterprise  zone  may  be  revoked  if  the  Secretary  of  HUD 
(or,  in  the  case  of  a  rural  development  investment  zone,  the  Secretary  of  Agriculture)  deter- 
mines after  a  hearing  on  the  record  involving  officials  of  the  State  or  local  government  involved 
that  (1)  the  boundaries  of  the  area  have  been  modified,  or  (2)  the  State  or  local  government  is 
not  complying  substantially  with  the  commitments  made  as  part  of  the  required  course  of  action 
(described  below). 
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Eligibility  criteria  for  urban  tax  enterprise  zones 

To  be  eligible  for  designation  as  an  urban  tax  enterprise  zone,  a 
nominated  area  is  required  to  have  all  of  the  following  characteris- 
tics: (1)  a  population  of  at  least  4,000;  (2)  a  condition  of  pervasive 
poverty,  unemployment,  and  general  economic  distress  (which  may 
include  distress  from  a  high  incidence  of  crime  and  narcotics  use); 
(3)  with  respect  to  size,  (a)  does  not  exceed  20  square  miles,  (b)  con- 
sists of  not  more  than  three  noncontiguous  parcels  within  the  same 
metropolitan  area,  and  (c)  is  located  entirely  within  one  State;  (4) 
an  unemployment  rate  of  at  least  1.5  times  the  national  unemploy- 
ment rate;  (5)  poverty  rates  of  at  least  20  percent  in  each  of  90  per- 
cent of  the  area's  census  tracts;  (6)  does  not  include  any  portion  of 
a  central  business  district  (as  such  term  is  used  for  purposes  of  the 
most  recent  Census  of  Retail  Trade);  and  (7)  a  satisfactory  course  of 
action  (described  below)  adopted  by  the  State  and  local  govern- 
ments designed  to  promote  economic  development  in  the  nominat- 
ed area. 

Eligibility  criteria  for  rural  development  investment  zones 

To  be  nominated  as  a  rural  development  investment  zone,  an 
area  is  required  to  be  either  outside  a  standard  metropolitan  statis- 
tical area  (within  the  meaning  of  section  143(k)(2)(B))  or  determined 
by  the  Secretary  of  Agriculture  (after  consultation  with  the  Secre- 
tary of  Commerce)  to  be  a  rural  area.  To  be  eligible  for  designation, 
a  rural  development  investment  zone  is  required  to  possess  the  fol- 
lowing four  characteristics:  (1)  a  population  of  at  least  1,000;  (2)  a 
condition  of  general  economic  distress;  (3)  with  respect  to  size,  (a) 
does  not  exceed  10,000  square  miles,  (b)  is  located  within  not  more 
than  four  contiguous  counties,  (c)  consists  of  not  more  than  three 
noncontiguous  parcels,  and  (d)  is  located  entirely  within  one  State 
(unless  located  on  one  or  more  Indian  reservations);  and  (4)  a  satis- 
factory course  of  action  (described  below)  adopted  by  the  State  and 
local  governments  for  the  nominated  area.  In  addition,  a  rural  area 
is  required  to  meet  at  least  two  of  the  following  requirements:  (1) 
an  unemployment  rate  of  at  least  1.5  times  the  national  unemploy- 
ment rate;  (2)  poverty  rates  of  at  least  20  percent  in  each  of  90  per- 
cent of  the  area's  census  tracts  (or  equivalent  areas  for  nonmetro- 
politan  areas);  (3)  a  decline  in  employment  (as  measured  by  total 
wages)  of  more  than  five  percent  over  the  five-year  period  prior  to 
the  zone's  designation;  and  (4)  a  decline  in  population  of  10  percent 
or  more  over  the  period  from  1980  to  1990. 

Course  of  action 

In  order  for  a  nominated  area  to  be  eligible  for  designation  as  a 
tax  enterprise  zone,  the  local  government  and  State  in  which  the 
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area  is  located  are  required  to  agree  in  writing  that  they  will  adopt 
(or  continue  to  follow)  a  specified  course  of  action  designed  to 
reduce  burdens  borne  by  employers  or  employees  in  the  area.  A 
specified  course  of  action  may  include  one  or  more  of  the  following 
actions  with  respect  to  a  nominated  area:  (1)  direct  provision  by  the 
State  or  local  government  of  property  insurance  to  businesses  that 
are  unable  to  purchase  comparable  insurance  coverage,  or  that  are 
able  to  purchase  such  coverage  only  at  a  cost  which  is  significantly 
higher  than  the  state-wide  average  cost  of  such  coverage;  (2)  re- 
duced tax  rates  or  fees;  (3)  increased  delivery  of  local  public  serv- 
ices; (4)  actions  to  reduce  government  paperwork  requirements;  (5) 
involvement  in  the  program  by  public  or  private  entities  (e.g.,  com- 
munity groups),  including  a  written  commitment  to  provide  jobs 
and  job  training,  and  technical,  financial,  or  other  assistance  to  em- 
ployers, employees,  and  residents  of  the  area;  (6)  special  prefer- 
ences given  to  minority  contractors;  (7)  donations  of  surplus  land  to 
neighborhood  organizations  agreeing  to  operate  businesses  on  the 
land;  (8)  programs  to  encourage  employers  to  purchase  health  in- 
surance for  employees  on  a  pooled  basis;  (9)  programs  to  encourage 
local  financial  institutions  to  satisfy  their  obligations  under  the 
Community  Reinvestment  Act  of  1977  (12  U.S.C.  2901  et  seq.)  by 
making  loans  to  area  businesses  (with  emphasis  on  start-up  firms 
and  certain  other  small  businesses);  and  (10)  special  preferences  for 
projects  within  the  area  in  allocations  of  the  State's  low-income 
housing  credit  ceiling  and  private  activity  bonds  ceiling. 

Programs  that  serve  as  part  of  the  required  course  of  action  un- 
dertaken by  the  State  and  local  government  may  not  be  funded 
with  proceeds  from  any  Federal  program  (other  than  discretionary 
proceeds). 3  In  evaluating  courses  of  action  agreed  to  by  State  and 
local  governments,  the  Secretary  of  HUD  (or,  in  the  case  of  a  rural 
development  investment  zone,  the  Secretary  of  Agriculture)  is  to 
take  into  account  the  past  efforts  of  the  State  or  local  government 
in  reducing  the  various  burdens  borne  by  employers  and  employees 
in  the  nominated  area.4 


3  For  this  purpose,  "discretionary  proceeds"  are  funds  such  as  community  development  block 
grants,  the  use  of  which  is  not  restricted  to  a  tax  enterprise  zone. 

4  The  bill  provides  that  the  required  course  of  action  may  not  include  any  action  to  assist  any 
establishment  in  relocating  from  one  area  to  another.  However,  this  limitation  is  not  to  be  con- 
strued to  prohibit  assistance  for  the  expansion  of  an  existing  business  entity  through  the  estab- 
lishment of  a  new  branch,  affiliate,  or  subsidiary  if  (1)  the  establishment  of  the  new  branch, 
affiliate,  or  subsidiary  will  not  result  in  an  increase  in  unemployment  in  the  area  of  original 
location  or  in  any  other  area  where  the  existing  business  entity  conducts  business  operations, 
and  (2)  there  is  no  reason  to  believe  that  the  new  branch,  affiliate,  or  subsidiary  is  being  estab- 
lished with  the  intention  of  closing  down  the  operations  of  the  existing  business  entity  in  the 
area  of  its  original  location  or  in  any  other  area  where  the  existing  business  entity  conducts 
business  operations. 
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Selection  process  and  criteria 

All  designated  tax  enterprise  zones  are  to  be  selected  from  nomi- 
nated areas  on  the  basis  of  the  following  criteria  (each  of  which 
will  be  given  equal  weight):  (1)  the  strength  and  quality  of  prom- 
ised contributions  by  State  and  local  governments  in  their  course  of 
action  relative  to  their  fiscal  ability;  (2)  the  effectiveness  and  en- 
forceability of  the  guarantees  that  the  promised  course  of  action  ac- 
tually will  be  implemented;  (3)  the  level  of  commitments  (including 
expected  future  commitments)  by  private  entities  of  additional  re- 
sources to  the  economy  of  the  nominated  area,  including  the  cre- 
ation of  new  or  expanded  business  activities;  (4)  the  average  rank- 
ing (relative  to  other  nominated  areas)  with  respect  to  (a)  in  the 
case  of  a  nominated  urban  tax  enterprise  zone,  the  degree  of  pover- 
ty and  unemployment,  or  (b)  in  the  case  of  a  nominated  rural  de- 
velopment investment  zone,  two  of  the  following  criteria  that  give 
the  area  a  higher  average  ranking — poverty,  unemployment,  job 
loss,  or  population  loss;  and  (5)  the  potential  for  revitalization  of 
the  nominated  area  (including  the  potential  reduction  in  the  inci- 
dence of  crime  and  narcotics  use  and  traffic),  taking  into  account 
particularly  the  number  of  jobs  to  be  created  or  retained. 

Rules 

Within  four  months  after  the  date  of  enactment,  the  Secretary  of 
HUD  and  the  Secretary  of  Agriculture  are  required  to  promulgate 
rules  (by  notice  or  regulation)  regarding:  (1)  procedures  for  nomi- 
nating tax  enterprise  zones;  (2)  the  method  for  comparing  the  enu- 
merated selection  criteria;  and  (3)  recordkeeping  requirements  to 
assist  in  the  preparation  of  studies  to  be  submitted  to  Congress  (de- 
scribed below). 

Tax  incentives 

Employer  wage  credit 

A  15-percent  credit  against  income  tax  liability  is  available  to  all 
employers  for  the  first  $20,000  of  wages  paid  or  incurred  by  an  em- 
ployer for  services  performed  by  an  employee  while  that  employee 
both  (1)  resides  in  a  tax  enterprise  zone  (i.e.,  his  or  her  principal 
place  of  abode  is  within  a  tax  enterprise  zone),  and  (2)  performs 
substantially  all  employment  services  for  the  employer  within  the 
tax  enterprise  zone  in  a  trade  or  business  of  the  employer. 

The  wage  credit  is  available  with  respect  to  a  qualified  employee 
who  meets  the  two  criteria  above,  regardless  of  the  number  of 
other  employees  who  work  for  the  employer  or  whether  the  em- 
ployer meets  the  definition  of  an  '  'enterprise  zone  business"  (which 
applies  for  the  other  tax  incentives  described  below). 

Qualified  wages  include  the  first  $20,000  of  wages  (generally  de- 
fined as  for  FUTA  purposes).  Thus,  the  maximum  credit  per  em- 
ployee is  $3,000  per  year.  Wages  paid  to  a  qualified  employee  con- 
tinue to  eligible  for  the  credit  if  the  employee  earns  more  than 
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$20,000,  although  only  the  first  $20,000  of  wages  are  eligible  for  the 
credit.5 

The  credit  is  allowed  with  respect  to  full-time  and  part-time  em- 
ployees. However,  if  an  employee  is  terminated  less  than  one  year 
after  initial  employment,  the  amount  of  credits  previously  claimed 
by  the  employer  with  respect  to  that  employee  generally  is  recap- 
tured (unless  the  employee  voluntarily  leaves,  becomes  disabled,  or 
is  fired  due  to  misconduct).  In  addition,  wages  are  not  eligible  for 
the  credit  if  attributable  to  services  rendered  by  an  employee 
during  the  first  year  he  or  she  begins  work  for  the  employer  if  any 
portion  of  such  wages  is  taken  into  account  in  determining  the  tar- 
geted jobs  tax  credit  (TJTC)  under  present-law  section  51. 

Wages  are  not  eligible  for  the  credit  if  paid  to  certain  relatives  or 
dependents  of  the  employer  (described  under  present-law  section 
51(i)(l))  or,  if  the  employer  is  a  corporation,  certain  relatives  of  a 
person  who  owns  more  than  50  percent  of  the  corporation.  In  addi- 
tion, wages  are  not  eligible  for  the  credit  if  paid  to  a  person  who 
owns  more  than  five  percent  of  the  stock  of  the  employer  (or  if  the 
employer  is  not  a  corporation,  more  than  five  percent  of  the  capital 
or  profits  interests  in  the  employer). 

The  wage  credit  provided  for  by  the  bill  is  not  refundable,  and  an 
employer's  deduction  otherwise  allowed  for  wages  paid  is  reduced 
by  the  amount  of  the  credit  claimed  for  the  taxable  year.  The 
credit  is  subject  to  the  general  business  credit  limitations  of  section 
38  and,  therefore,  may  not  be  used  to  reduce  tentative  minimum 
tax.6 

The  bill  further  provides  that  each  employer  shall  take  reasona- 
ble steps  to  notify  all  employees  whose  wages  qualify  for  the  em- 
ployer wage  credit  of  their  eligibility  to  receive  advance  refundabi- 
lity  of  the  earned  income  tax  credit  (EITC). 

Investment  incentives 

Definition  of  "enterprise  zone  business." — The  bill  provides  four 
investment  incentives  and  special  rules  for  redevelopment  bonds 
that  apply  only  with  respect  to  trades  or  businesses  that  satisfy  the 
definition  of  an  "enterprise  zone  business/'  An  enterprise  zone 
business  is  defined  as  either  a  "qualified  business  entity"  or  a 
"qualified  proprietorship." 

A  qualified  business  entity  is  defined  as  any  corporation  or  part- 
nership if  for  the  taxable  year:  (1)  the  sole  trade  or  business  of  the 
entity  is  the  active  conduct  of  a  qualified  business  within  a  tax  en- 
terprise zone;  (2)  at  least  80  percent  of  the  total  gross  income  of  the 
entity  is  derived  from  the  active  conduct  of  such  business;  (3)  sub- 
stantially all  of  the  use  of  the  tangible  property  of  the  entity 
(whether  owned  or  leased)  occurs  within  a  tax  enterprise  zone;  (4) 
substantially  all  of  the  services  performed  for  the  entity  by  its  em- 
ployees are  performed  in  a  tax  enterprise  zone;  (5)  at  least  one- 


5  To  prevent  avoidance  of  the  $20,000  limit,  all  employees  of  a  controlled  group  of  corporations 
(or  partnerships  or  proprietorships  under  common  control)  are  treated  as  employed  by  a  single 
employer.  In  addition,  special  rules  are  provided  to  deal  with  changes  of  business  ownership  (or 
the  form  of  business)  of  the  employer. 

6  No  portion  of  the  unused  business  credit  for  any  taxable  year  that  is  attributable  to  the  em- 
ployer wage  credit  may  be  carried  back  to  a  taxable  year  ending  before  the  date  of  enactment  of 
the  bill. 
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third  of  the  employees  of  the  entity  are  residents  of  a  tax  enter- 
prise zone;  and  (6)  less  than  five  percent  of  the  average  of  the  ag- 
gregate unadjusted  bases  of  the  property  of  the  entity  is  attributa- 
ble to  (a)  nonqualified  financial  property,7  or  (b)  collectibles  not 
held  primarily  for  sale  to  customers  in  the  ordinary  course  of  such 
business. 

A  qualified  proprietorship  is  defined  as  any  qualified  business 
that  is  carried  on  by  an  individual  as  a  proprietorship  if  for  the 
taxable  year:  (1)  at  least  80  percent  of  the  total  gross  income  of  the 
individual  from  such  business  is  derived  from  the  active  conduct  of 
such  business  within  a  tax  enterprise  zone;  (2)  substantially  all  of 
the  use  of  the  tangible  property  in  such  business  (whether  owned 
or  leased)  occurs  within  a  tax  enterprise  zone;  (3)  substantially  all 
of  the  services  performed  for  such  business  by  the  employees  of  the 
business  are  performed  in  a  tax  enterprise  zone;  (4)  at  least  one- 
third  of  such  employees  are  residents  of  a  tax  enterprise  zone;  and 
(5)  less  than  five  percent  of  the  average  of  the  aggregate  unadjust- 
ed bases  of  the  property  that  is  used  in  the  business  is  attributable 
to  (a)  nonqualified  financial  property  (as  defined  above),  or  (b)  col- 
lectibles not  held  primarily  for  sale  to  customers  in  the  ordinary 
course  of  such  business. 

A  qualified  business  is  defined  as  any  trade  or  business  other 
than  a  trade  or  business  that  consists  predominantly  of  the  devel- 
opment or  holding  of  intangibles  for  license  or  sale.  The  rental  of 
real  property  located  in  a  tax  enterprise  zone  to  others  is  treated 
as  a  qualified  business  if  and  only  if:  (1)  in  the  case  of  residential 
rental  property  (as  defined  in  section  168(e)(2)),  either  (a)  the  prop- 
erty was  originally  placed  in  service  after  the  designation  of  the 
area  as  a  tax  enterprise  zone,  or  (b)  the  property  is  rehabilitated 
(as  determined  under  the  principles  of  section  42(e)(3))  after  the 
designation  of  the  area  as  a  tax  enterprise  zone;  or  (2)  in  the  case 
of  real  property  that  is  not  residential  rental  property,  the  lessee  of 
the  property  is  an  enterprise  zone  business. 

In  addition,  the  rental  of  tangible  personal  property  to  others  is 
treated  as  a  qualified  business  if  and  only  if  substantially  all  of  the 
rental  of  such  property  is  by  enterprise  zone  businesses  or  by  resi- 
dents of  a  tax  enterprise  zone. 

Increased  section  179  expensing. — The  $10,000  expensing  allow- 
ance under  section  179  for  certain  depreciable  business  property  is 
increased  to  $20,000  for  an  enterprise  zone  business.  As  under 
present  law,  the  section  179  expensing  allowance  is  phased  out  for 
taxpayers  with  qualifying  investment  in  excess  of  $200,000  during 
any  taxable  year  (i.e.,  the  $20,000  amount  is  phased  out  for  an  en- 
terprise zone  business  with  investment  during  any  taxable  year  be- 
tween $200,000  and  $220,000). 


7  Nonqualified  financial  property  is  defined  as  debt,  stock,  partnership  interests,  options,  fu- 
tures contracts,  forward  contracts,  warrants,  notional  principal  contracts,  annuities,  and  other 
similar  property  that  is  specified  as  nonqualified  financial  property  in  regulations  to  be  issued 
by  the  Treasury  Department.  Nonqualified  financial  property,  however,  does  not  include  (1)  rea- 
sonable amounts  of  working  capital  held  in  cash,  cash  equivalents,  or  debt  instruments  with  a 
term  of  18  months  or  less;  or  (2)  accounts  or  notes  receivable  that  are  acquired  in  the  ordinary 
course  of  the  qualified  business  for  services  rendered  or  from  the  sale  of  property  held  primarily 
for  sale  to  customers  of  the  qualified  business. 
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In  the  case  of  an  enterprise  zone  business  that  is  a  component 
member  of  a  controlled  group  of  corporations,  the  $20,000  amount 
is  to  apply  only  if  all  components  members  of  the  group  are  enter- 
prise zone  businesses.  In  addition,  if  for  any  taxable  year  an  indi- 
vidual elects  the  $10,000  section  179  expensing  allowance  with  re- 
spect to  property  of  a  business  that  is  not  an  enterprise  zone  busi- 
ness, then  the  $20,000  amount  allowed  such  individual  under  sec- 
tion 179  with  respect  to  property  of  an  enterprise  zone  business  is 
to  be  reduced  by  the  amount  taken  into  account  under  section  179 
with  respect  to  property  of  the  business  that  is  not  an  enterprise 
zone  business.  As  under  present  law,  the  $20,000  expensing  limita- 
tion is  to  apply  at  both  the  partnership  and  partner  level. 

The  increased  expensing  allowance  applies  for  purposes  of  the  al- 
ternative minimum  tax  (i.e.,  it  is  not  treated  as  an  adjustment  for 
purposes  of  the  alternative  minimum  tax). 

Capital  gain  deferral. — At  the  election  of  an  individual,  certain 
long-term  capital  gain  that  is  derived  from  the  sale  or  exchange  of 
any  qualified  zone  investment  (defined  as  "eligible  enterprise  zone 
capital  gain")  is  to  be  deferred  if  the  proceeds  of  the  sale  or  ex- 
change are  reinvested  in  another  qualified  zone  investment.  Gain  is 
to  be  recognized  only  to  the  extent  that  (1)  the  amount  realized 
from  the  sale  or  exchange,  exceeds  (2)  the  cost  of  any  qualified  zone 
investment  that  is  purchased  directly  by  the  individual  during  the 
6-month  period  beginning  on  the  date  of  the  sale  or  exchange  (and 
that  has  not  been  previously  taken  into  account  under  the  provi- 
sion). 

A  qualified  zone  investment  is  defined  as:  (1)  any  stock  in  a  do- 
mestic corporation  that  is  an  enterprise  zone  business  or  any  inter- 
est in  a  partnership  that  is  an  enterprise  zone  business;  8  and  (2) 
any  tangible  property  if  substantially  all  of  the  use  of  the  property 
is  in  a  tax  enterprise  zone  and  in  an  enterprise  zone  business  of  the 
taxpayer.  A  qualified  zone  investment  is  not  to  include  any  timber, 
coal,  or  iron  ore. 

Eligible  enterprise  zone  capital  gain  is  defined  as  long-term  cap- 
ital gain  that  is  derived  from  the  sale  or  exchange  of  a  qualified 
zone  investment  to  the  extent  attributable  to:  (1)  in  the  case  of 
stock  or  a  partnership  interest,  the  period  during  which  the  corpo- 
ration or  partnership  was  an  enterprise  zone  business;  or  (2)  in  the 
case  of  any  other  qualified  zone  investment,  the  period  during 
which  substantially  all  of  the  use  of  the  property  was  in  an  enter- 
prise zone  business.  Eligible  enterprise  zone  capital  gain  does  not 
include  any  gain  from  any  installment  sale  if  such  gain  is  taken 
into  account  under  the  installment  method. 

The  basis  of  any  qualified  zone  investment  the  purchase  of  which 
results  in  the  nonrecognition  of  gain  under  this  provision  (defined 
as  "qualified  zone  replacement  investment'')  is  reduced  by  the 
amount  of  gain  that  is  not  recognized  by  reason  of  the  provision.  In 
addition,  if,  at  any  time  during  the  10-year  period  beginning  on  the 
date  that  the  qualified  zone  replacement  investment  was  purchased 


8  In  the  case  of  a  purchase  of  stock  in  a  newly  formed  corporation  (or  an  interest  in  a  newly 
formed  partnership),  the  corporation  (or  partnership)  is  to  be  treated  as  an  enterprise  zone  busi- 
ness as  of  the  time  of  the  purchase  if  the  corporation  (or  partnership)  is  being  organized  for 
purposes  of  being  an  enterprise  s».  ne  business. 
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by  the  taxpayer,  the  investment  ceases  to  be  a  qualified  zone  in- 
vestment,9 then  the  taxpayer  is  treated  as  disposing  of  such  invest- 
ment. The  amount  of  gain  taken  into  account  with  respect  to  such 
a  deemed  disposition  is  not  to  exceed  the  lesser  of:  (1)  the  amount 
of  gain  not  recognized  under  the  provision  by  reason  of  the  pur- 
chase of  such  qualified  zone  replacement  investment;  or  (2)  the 
excess  of  the  fair  market  value  of  the  investment  as  of  the  first  day 
of  the  taxable  year  in  which  the  deemed  disposition  occurs  over  the 
adjusted  basis  of  such  investment. 

The  statute  of  limitations  on  the  assessment  of  tax  that  is  attrib- 
utable to  any  gain  to  which  an  election  under  this  provision  applies 
is  not  to  expire  until  3  years  after  the  date  that  the  Internal  Reve- 
nue Service  is  notified  by  the  electing  individual  of  either:  (1)  the 
individual's  cost  of  purchasing  any  qualified  zone  replacement  in- 
vestment; (2)  the  individual's  intention  of  not  purchasing  any  quali- 
fied zone  replacement  investment;  or  (3)  the  individual's  failure  to 
purchase  any  qualified  zone  replacement  investment  within  the  6- 
month  period  following  the  sale  or  exchange  to  which  the  gain  re- 
lates. 

The  elective  deferral  of  capital  gain  applies  to  an  individual's  dis- 
tributive share  of  eligible  enterprise  zone  capital  gain  recognized 
by  a  partnership.  In  addition,  the  capital  gain  deferral  applies  for 
purposes  of  the  alternative  minimum  tax. 

Ordinary  loss  treatment  for  certain  property. — Loss  on  any  proper- 
ty that  is  a  qualified  zone  investment  (as  defined  above)  at  the  time 
that  the  loss  is  sustained  is  treated  as  an  ordinary  loss  to  the 
extent  that  the  loss  is  attributable  to  the  period  that  the  property 
was  held  by  the  taxpayer  as  a  qualified  zone  investment. 

The  ordinary  loss  treatment  applies  only  to  qualified  zone  invest- 
ment that  satisfies  a  holding-period  requirement.  In  the  case  of  a 
qualified  zone  investment  that  is  stock  or  a  partnership  interest, 
the  taxpayer  must  have  held  the  stock  or  partnership  interest 
throughout  the  2-year  period  ending  on  the  date  that  the  loss  is 
sustained.  In  case  of  a  qualified  zone  investment  that  is  tangible 
property,  the  property  must  have  been  held  and  used  by  the  tax- 
payer in  an  enterprise  zone  business  throughout  the  2-year  period 
(or,  in  the  case  of  real  property,  5-year  period)  ending  on  the  date 
that  the  loss  is  sustained. 

Any  loss  that  is  treated  as  an  ordinary  loss  under  this  provision 
is  not  to  be  taken  into  account  in  applying  section  1231.  In  addi- 
tion, any  loss  that  is  treated  as  an  ordinary  loss  under  this  provi- 
sion is  to  be  treated  as  attributable  to  a  trade  or  business  of  the 
taxpayer  for  purposes  of  the  net  operating  loss  deduction  of  section 
172.  Finally,  the  ordinary  loss  treatment  is  to  apply  for  purposes  of 
the  alternative  minimum  tax. 

Deduction  for  purchase  of  enterprise  zone  stock. — An  individual  is 
allowed  an  above-the-line  deduction  for  the  amount  paid  in  cash 
during  any  taxable  year  to  purchase  ' 'enterprise  zone  stock."  The 
amount  allowed  as  a  deduction  for  any  taxable  year  is  limited  to 
$25,000.  If  the  amount  paid  during  any  taxable  year  for  enterprise 
zone  stock  exceeds  the  $25,000  limitation,  then  the  excess  amount 


9  The  termination  or  revocation  of  a  tax  enterprise  zone  designation  will  not,  by  itself,  result 
in  property  failing  to  be  treated  as  a  qualified  zone  investment. 
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may  be  carried  over  and  deducted  in  succeeding  taxable  years.  The 
aggregate  amount  of  the  deductions  allowed  under  the  provision 
with  respect  to  any  individual  may  not  exceed  $250,000. 10 

"Enterprise  zone  stock"  is  defined  as  stock  of  a  corporation  if:  (1) 
the  stock  is  acquired  on  original  issue  from  the  corporation;  (2)  at 
the  time  of  issue,  the  corporation  is  a  qualified  enterprise  zone 
issuer;  and  (3)  the  amount  of  issue  of  which  the  stock  is  a  part  does 
not  exceed  the  amount  of  the  enterprise  zone  limit  allocated  to  the 
issue  (as  described  below).  Stock  of  a  corporation  is  to  qualify  as  en- 
terprise zone  stock,  however,  only  to  the  extent  that  the  proceeds 
of  such  issuance  are  used  by  the  issuer  during  the  12-month  period 
following  the  issuance  to  purchase  property  (1)  that  is  depreciable 
under  section  168,  (2)  the  original  use  of  which  within  a  tax  enter- 
prise zone  commences  with  the  issuer,11  and  (3)  substantially  all  of 
the  use  of  which  is  in  a  tax  enterprise  zone. 

A  qualified  enterprise  zone  issuer  is  defined  as  any  domestic  C 
corporation  if:  (1)  the  corporation  is  an  enterprise  zone  business,  or, 
in  the  case  of  a  newly  formed  corporation,  the  corporation  is  being 
organized  for  the  purpose  of  being  an  enterprise  zone  business;  (2) 
the  corporation  does  not  have  more  than  one  class  of  stock;  (3)  the 
sum  of  (a)  the  money,  (b)  the  aggregate  unadjusted  bases  of  the 
property  owned  by  the  corporation,  and  (c)  the  value  (as  deter- 
mined under  Treasury  regulations)  of  the  assets  leased  to  the  cor- 
poration, does  not  exceed  $5  million;  12  and  (4)  more  than  20  per- 
cent of  the  total  value  and  total  voting  power  of  the  stock  of  the 
corporation  is  owned  by  individuals  (directly  or  through  partner- 
ships or  trusts)  or  by  estates. 

The  amount  of  stock  issued  during  any  calendar  year  that  may 
qualify  as  enterprise  zone  stock  is  limited  to  $30  million  for  each 
tax  enterprise  zone.  As  part  of  the  tax  enterprise  zone  nomination 
process,  the  State  and  local  governments  in  which  the  tax  enter- 
prise zone  is  located  are  required  to  designate  a  local  governmental 
official  who  is  responsible  for  allocating  the  $30  million  limit  to 
stock  issued  during  the  calendar  year  by  qualified  enterprise  zone 
issuers  of  the  particular  tax  enterprise  zone. 

The  basis  of  any  enterprise  zone  stock  is  reduced  by  the  amount 
of  the  deduction  allowed  with  respect  to  the  stock.  Special  recap- 
ture rules  also  apply  to  enterprise  zone  stock  with  respect  to  which 
a  deduction  was  allowed.  First,  such  stock  (and  any  other  property 
the  basis  of  which  is  determined  by  reference  to  the  adjusted  basis 
of  such  stock)  is  treated  as  section  1245  property  and  the  deduction 
allowed  under  this  provision  is  treated  as  a  depreciation  deduction 
for  purposes  of  applying  section  1245.  Consequently,  the  gain  recog- 
nized upon  the  disposition  of  such  stock  generally  is  treated  as  or- 
dinary income  to  the  extent  of  the  deduction  allowed  under  this 
provision. 


10  For  purposes  of  the  $25,000  annual  limitation  and  the  $250,000  lifetime  limitation,  an  indi- 
vidual and  all  members  of  his  or  her  family  (as  defined  in  section  267(c)(4))  are  treated  as  a 
single  individual. 

1 1  Thus,  a  corporation  may  use  the  proceeds  of  the  stock  issuance  to  purchase  or  construct 
new  property  or  to  purchase  property  previously  used  outside  the  tax  enterprise  zone. 

12  This  determination  is  to  be  made  as  of  the  date  that  the  stock  is  issued  and  is  to  include 
any  amount  received  by  the  corporation  in  exchange  for  the  stock. 
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Second,  if  enterprise  zone  stock  with  respect  to  which  a  deduc- 
tion was  allowed  under  this  provision  (or  any  other  property  the 
basis  of  which  is  determined  by  reference  to  the  adjusted  basis  of 
such  stock)  is  disposed  of  within  5  years  after  the  date  that  the 
stock  was  purchased  by  the  taxpayer  and  section  1245  applies  to 
such  a  disposition  by  reason  of  the  first  recapture  rule,  then  the 
taxpayer  is  required  to  pay  interest  on  the  amount  of  tax  that 
would  have  otherwise  been  due  if  a  deduction  had  not  been  allowed 
for  the  purchase  of  the  enterprise  zone  stock. 

The  recapture  rules  also  apply  if,  during  the  10-year  period  be- 
ginning on  the  date  that  the  enterprise  zone  stock  was  purchased 
by  the  taxpayer,  the  issuer  of  the  stock  ceases  to  be  a  qualified  en- 
terprise zone  issuer.13  In  such  a  case,  the  taxpayer  is  treated  as 
disposing  of  the  stock  during  the  taxable  year  in  which  the  cessa- 
tion occurs  at  a  price  equal  to  the  fair  market  value  of  the  stock  as 
of  the  first  day  of  such  taxable  year. 

The  deduction  for  the  purchase  of  enterprise  zone  stock  is  al- 
lowed to  individuals  who  purchase  such  stock  through  a  partner- 
ship or  an  S  corporation.  In  such  a  case,  the  $25,000  annual  limita- 
tion and  the  $250,000  lifetime  limitation  apply  only  at  the  partner 
or  shareholder  level.  The  deduction  for  the  purchase  of  enterprise 
zone  stock  is  not  allowed  to  estates  or  trusts.  Finally,  the  deduction 
for  the  purchase  of  enterprise  zone  stock  is  allowed  for  purposes  of 
the  alternative  minimum  tax. 

Regulatory  authority. — The  Treasury  Department  is  authorized 
to  issue  such  regulations  as  may  be  necessary  or  appropriate  to 
carry  out  the  purposes  of  the  enterprise  zone  tax  incentives,  includ- 
ing: (1)  regulations  that  limit  the  tax  benefits  where  the  tax  bene- 
fits in  combination  with  benefits  provided  under  other  Federal  pro- 
grams would  result  in  an  activity  being  100  percent  or  more  subsi- 
dized by  the  Federal  government;  (2)  regulations  that  prevent  the 
abuse  of  the  enterprise  zone  tax  incentives;  and  (3)  regulations  that 
provide  relief  for  inadvertent  failures  to  qualify  as  an  enterprise 
zone  business. 

Expansion  of  qualified  redevelopment  bond  rules 

Automatic  qualification  of  tax  enterprise  zones 

Qualified  redevelopment  bonds  are  tax-exempt  private  activity 
bonds,  95  percent  or  more  of  the  net  proceeds  of  which  are  used  to 
finance  redevelopment  purposes  in  "designated  blighted  areas." 
Under  present  law,  designated  blighted  areas  are  geographic  areas 
designated  by  local  governments  pursuant  to  State  authorizing  leg- 
islation. The  designation  of  these  areas  must  be  based  on  the  sub- 
stantial presence  in  the  areas  of  factors  such  as  excessive  vacant 
land  on  which  structures  were  previously  located;  abandoned  or 
vacant  buildings;  substandard  structures;  vacancies;  and  delinquen- 
cies in  the  payment  of  real  property  taxes.  Present  law  also  re- 


13  The  determination  of  whether  an  issuer  of  stock  ceases  to  be  a  qualified  enterprise  zone 
issue*-  is  to  be  made  without  regard  to  the  requirement  that  the  sum  of  (a)  the  money,  (b)  the 
aggregate  unadjusted  bases  of  the  property  owned  by  the  corporation,  and  (c)  the  value  (as  deter- 
mined under  Treasury  regulations)  of  the  assets  leased  to  the  corporation  does  not  exceed  $5 
million.  In  addition,  a  corporation  is  not  treated  as  ceasing  to  satisfy  the  definition  of  a  qualified 
enterprise  zone  issuer  solely  by  reason  of  the  termination  or  revocation  of  the  tax  enterprise 
zone  designation. 
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stricts  the  maximum  percentage  of  a  jurisdiction  that  may  be  des- 
ignated as  blighted  and  includes  both  minimum  and  maximum 
sizes  for  each  area,  including  special  rules  designed  to  facilitate  use 
of  these  bonds  in  rural  areas. 

The  bill  provides  that  a  tax  enterprise  zone  will  qualify  auto- 
matically as  a  designated  blighted  area  eligible  for  qualified  rede- 
velopment bond  financing  during  the  first  60  months  following  the 
month  of  the  designation  of  the  zone.  Thus,  qualified  redevelop- 
ment bonds  may  be  issued  to  finance  both  present-law  and  newly 
expanded  redevelopment  purposes  within  these  zones  during  this 
60-month  period,  without  the  present-law  necessity  of  a  local  desig- 
nation as  a  blighted  area  pursuant  to  a  State  statute  authorizing 
such  designation. 

Expansion  of  eligible  redevelopment  purposes 

In  general. — Redevelopment  purposes  eligible  for  bond-financing 
under  present  law  are:  (1)  acquisition  by  a  governmental  unit  of 
real  property  located  in  a  designated  blighted  area,  provided  that 
the  acquiring  governmental  unit  has  the  power  to  exercise  eminent 
domain  with  respect  to  the  property;  (2)  clearing  and  preparation 
of  the  acquired  real  property  for  redevelopment;  (3)  rehabilitation 
of  real  property  within  a  designated  blighted  area;  and  (4)  reloca- 
tion of  occupants  of  structures  on  the  real  property  acquired  with 
bond  proceeds. 

In  addition  to  the  purposes  eligible  for  qualified  redevelopment 
bond  financing  under  present  law,  the  bill  allows  all  or  any  portion 
of  the  proceeds  of  qualified  redevelopment  bonds  issued  for  use  in  a 
tax  enterprise  zone  during  the  60-month  period  following  its  desig- 
nation to  be  used  to  finance  certain  loans  to  enterprise  zone  busi- 
nesses (as  defined  above)  for  property  used  in  the  business.  The  ag- 
gregate amount  of  loans  (from  all  bond  issues)  may  not  exceed  $2.5 
million  per  business.14 

Redevelopment  purposes  eligible  for  financing  with  these  bond- 
financed  loans  to  enterprise  zone  businesses  are  limited  to:  acquisi- 
tion of  land  and  other  real  property  located  in  the  tax  enterprise 
zone;  rehabilitation  of  existing  land  or  other  real  property  in  the 
zone;  construction  of  new  depreciable  real  property  in  the  zone; 
and,  acquisition  or  construction  of  certain  depreciable  tangible  per- 
sonal property.  All  bond-financed  property  must  be  used  in  an  en- 
terprise zone  business  and  substantially  all  of  the  use  of  the  prop- 
erty must  be  in  the  tax  enterprise  zone  for  which  the  bonds  are 
issued. 

Qualified  redevelopment  bonds  issued  under  this  provision  may 
not  be  used  to  make  loans  or  otherwise  finance  property  eligible 
under  present  law  for  financing  with  other  categories  of  tax- 
exempt  private  activity  bonds.  For  example,  proceeds  of  these 
bonds  may  not  be  used  to  finance  housing  (rental  or  owner-occu- 
pied) or  farmland  because  that  property  may  be  financed  with  the 
proceeds  of  exempt-facility  bonds  for  qualified  residential  rental 
property,  qualified  mortgage  and  qualified  veterans'  mortgage 
bonds,  or  qualified  small-issue  bonds  for  first-time  farmers,  each  of 


14  All  persons  or  entities  that  are  related  parties  under  section  52  are  treated  as  a  single  en- 
terprise zone  business  in  applying  the  $2.5  million  limit. 
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which  presently  targets  the  Congressionally  intended  beneficiaries 
of  tax-exempt  bonds  for  those  purposes.  However,  for  qualified  re- 
development bonds  issued  under  this  provision,  the  bill  waives  the 
present-law  restriction  on  financing  retail  food  facilities  (i.e.,  res- 
taurants). 

Additional  qualifications 

Loan  origination. — The  amount  of  bond  proceeds  to  be  used  to 
make  loans  to  enterprise  zone  businesses  must  be  irrevocably  desig- 
nated by  the  issuer  when  the  bonds  are  issued,  and  any  designated 
proceeds  that  are  not  used  to  make  qualified  loans  to  enterprise 
zone  businesses  within  18  months  after  the  bonds  are  issued  must 
be  used  to  redeem  bonds  (in  the  same  manner  as  described  below 
on  the  rules  restricting  recycling  of  loan  repayments).  For  purposes 
of  this  requirement,  a  loan  is  deemed  made  when  funds  are  dis- 
bursed to  the  borrowing  enterprise  zone  business  that  is  to  be  the 
ultimate  user  of  the  proceeds. 

Additional  restriction  on  purpose  arbitrage. — The  committee  in- 
tends that,  notwithstanding  their  use  to  make  loans  to  multiple 
parties,  qualified  redevelopment  bonds  issued  under  these  rules 
will  not  be  treated  as  "program"  bonds  under  any  Treasury  De- 
partment arbitrage  rules.  Thus,  permitted  purpose  arbitrage  earn- 
ings on  any  issue  of  these  bonds  may  not  exceed  0.125  percentage 
points  plus  administrative  costs  allowable  under  Treasury  regula- 
tions. 

Further,  to  ensure  the  maximum  interest  rate  subsidy  to  enter- 
prise zone  businesses  receiving  loans  financed  with  these  bonds,  the 
bill  provides  that  the  effective  rate  of  interest  on  bond-financed 
loans  to  the  businesses  may  not  exceed  the  yield  on  the  issue  by 
more  than  0.125  percentage  points.  In  determining  the  effective 
rate  of  interest  on  these  loans,  all  points,  fees,  charges,  and  other 
amounts  borne  by  the  enterprise  zone  business  are  taken  into  ac- 
count.15 

Recycling  not  permitted. — All  repayments  of  principal  on  loans  fi- 
nanced with  these  bonds  must  be  used  to  redeem  bonds  that  are 
part  of  the  issue  no  later  than  the  close  of  the  first  semiannual 
period  beginning  after  the  date  the  repayment  is  received.  The  re- 
demption requirement  does  not  apply  to  require  amounts  of  less 
than  $250,000  to  be  used  to  redeem  bonds,  but  those  amounts  (of 
unoriginated  loan  proceeds  or  repayments)  are  aggregated  with 
future  repayments  in  applying  the  requirement  in  subsequent 
semiannual  periods. 

Liberalization  of  bond  security  requirements 

Notwithstanding  any  private  payments  made  with  respect  to  use 
of  qualified  redevelopment  bond  proceeds,  present  law  requires  the 
primary  security  for  the  bonds  to  be  (a)  taxes  of  general  applicabil- 
ity imposed  by  a  general  purpose  governmental  unit,  or  (b)  incre- 
mental property  tax  revenues  which  are  reserved  exclusively  for 
debt  service  on  the  bonds. 


15  The  bill  provides  that  credit  report  fees  which  do  not  exceed  the  fees  charged  generally  for 
similar  loans  not  financed  with  tax-exempt  bonds  may  be  excluded  from  this  calculation. 
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The  bill  expands  the  present-law  rules  requiring  local  govern- 
ments to  pledge  tax  revenues  as  primary  security  for  repayment  of 
qualified  redevelopment  bonds  to  allow  two  additional  sources  of 
local  government  security  to  be  provided  for  bonds  issued  during 
the  first  60  months  after  a  zone's  designation.  First,  general  pur- 
pose governmental  units  in  which  tax  enterprise  zones  are  located 
may  directly  guarantee  repayment  of  the  bonds  (e.g.,  by  a  pledge  of 
their  full  faith  and  credit  or  through  other  loan  guarantee  pro- 
grams funded  and  operated  by  them).  Second,  the  governmental 
units  may  purchase  a  letter  of  credit  or  bond  insurance  as  security 
for  repayment  of  the  bonds.  To  ensure  that  such  a  credit  enhance- 
ment device  provided  under  the  second  rule  is  a  local  government 
contribution  to  the  tax  enterprise  zone,  the  bill  provides  that  any 
public  law  or  Treasury  Department  regulation  otherwise  allowing 
recovery  of  credit  enhancement  costs  through  arbitrage  earnings 
will  not  apply  to  the  cost  of  these  credit  enhancement  devices. 

Penalty  for  failure  to  continue  as  zone  business  or  to  use 
bond-financed  property  in  the  zone  business 

Under  present  law,  interest  on  loans  financed  with  tax-exempt 
private  activity  bonds,  including  qualified  redevelopment  bonds,  be- 
comes nondeductible  if  certain  changes  in  the  use  of  bond-financed 
property  occur  (the  "change-in-use  rules").  If  an  enterprise  zone 
business  receiving  a  loan  financed  with  qualified  redevelopment 
bond  proceeds  ceases  to  qualify  as  such  during  any  period  when  the 
financing  is  outstanding,  or  if  less  than  substantially  all  16  of  the 
use  of  bond-financed  property  continues  to  be  by  the  business  in 
the  tax  en+Qrprise  zone,  a  prohibited  change  in  use  occurs  under 
the  tax-exempt  bond  rules.17  Accordingly,  interest  on  all  loans  to 
the  nonqualifying  business,  or  on  loans  to  finance  property  that 
ceases  to  be  used  by  the  business  in  the  tax  enterprise  zone,  be- 
comes nondeductible,  effective  from  the  first  day  of  the  taxable 
year  in  which  the  disqualification  or  cessation  of  use  occurs. 

Further,  if  less  than  substantially  all  of  the  use  of  bond-financed 
property  continues  to  be  in  the  tax  enterprise  zone  or  the  borrower 
ceases  to  be  an  enterprise  zone  business  at  any  time  within  10 
years  after  the  financing  is  provided,  a  penalty  of  1.25  percent  of 
the  face  amount  of  all  qualified  redevelopment  bond  financing  pro- 
vided to  the  business  removing  the  property  is  imposed.  This  penal- 
ty is  in  addition  to  the  loss  of  interest  deductions,  described  above. 

The  bill  provides  that  the  change-in-use  and  1.25-percent  penal- 
ties are  waived  in  the  case  of  borrowers  that  cease  to  qualify  as  en- 
terprise zone  businesses  or  that  cease  to  use  bond-financed  property 
in  the  zone  in  that  business  as  a  result  of  bankruptcy.  The  commit- 
tee further  intends  that  the  Treasury  Department  may  waive  these 
penalties  in  the  case  of  violations  caused  by  circumstances  beyond 
the  control  of  the  borrower  if  the  violations  are  corrected  within  a 
reasonable  period  after  the  business  has  reason  to  know  of  them. 


16  The  term  "substantially  all"  is  defined  as  under  the  other  tax  enterprise  zone  rules,  which 
may  not  coincide  with  the  pre-1986  or  any  current  tax-exempt  bond  meaning  for  that  term. 

17  Expiration  of  a  zone  designation  period  due  solely  to  passage  of  time  does  not  result  in  im- 
position of  this  change-in-use  penalty. 
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The  committee  intends  that  tax-exemption  of  the  interest  on 
qualified  redevelopment  bonds  used  to  finance  loans  to  enterprise 
zone  businesses  not  be  affected  by  events  giving  rise  to  loss  of  inter- 
est deductions  or  the  1.25  percent  penalty,  provided  that  the  issuer 
of  the  bonds  reasonably  expects  when  loans  are  originated  that  (1) 
all  property  to  be  financed  will  continue  to  be  used  in  the  zone 
throughout  its  useful  life  (or  the  zone  designation  period,  if  shorter) 
and  (2)  each  business  to  which  loans  are  made  will  continue  to 
qualify  as  a  tax  enterprise  zone  business  throughout  the  designa- 
tion period. 

Partial  exemption  from  State  volume  limitations 

Under  present  law,  issuance  of  qualified  redevelopment  bonds, 
like  most  other  tax-exempt  private  activity  bonds,  are  subject  to 
annual  State  private  activity  bond  volume  limitations.  Qualified  re- 
development bonds  issued  during  the  first  60  months  after  a  tax 
enterprise  zone's  designation  to  finance  zone  redevelopment  pur- 
poses are  allowed  a  50  percent  exclusion  from  the  otherwise  appli- 
cable State  private  activity  bond  volume  limitations. 

Credit  for  contributions  to  certain  community  development  corpora- 
tions 

The  bill  also  provides  a  credit  for  qualified  cash  contributions 
made  to  certain  community  development  corporations  (CDCs).  If  a 
taxpayer  makes  a  qualified  contribution,  the  credit  may  be  claimed 
by  the  taxpayer  for  each  taxable  year  during  a  10-year  period  be- 
ginning with  the  taxable  year  during  which  the  contribution  was 
made.  The  credit  that  may  be  claimed  for  each  year  is  equal  to  five 
percent  of  the  amount  of  the  contribution  to  the  CDC.  Thus,  during 
the  10-year  credit  period,  the  taxpayer  may  claim  aggregate  credit 
amounts  totalling  50  percent  of  the  contribution. 

For  purposes  of  this  provision,  a  qualified  contribution  is  defined 
as  any  transfer  of  cash  that  meets  the  following  requirements:  (1)  it 
is  made  to  one  of  up  to  10  CDCs  selected  by  the  Secretary  of  HUD, 
provided  that  the  contribution  is  made  during  the  five-year  period 
after  the  CDC  is  so  selected  by  the  Secretary  of  HUD;  (2)  the 
amount  is  available  for  use  by  the  CDC  for  at  least  10  years;  18  (3) 
the  contribution  is  to  be  used  by  the  CDC  to  provide  qualified  low- 
income  assistance  19  within  its  operational  area,  and  (4)  the  CDC 
designates  the  contribution  as  eligible  for  the  credit.  The  aggregate 
amount  of  contributions  which  may  be  designated  by  a  selected 
CDC  as  eligible  for  the  credit  may  not  exceed  $2  million. 

Prior  to  January  1,  1994,  the  Secretary  of  HUD  may  select  up  to 
10  CDCs  as  eligible  to  participate  in  the  program  (subject  to  the 


18  The  contribution  to  the  CDC  must  be  available  for  use  by  the  CDC  for  up  to  a  10-year 
period,  but  need  not  meet  the  requirements  of  a  "contribution  or  gift"  for  purposes  of  section 
170.  In  other  words,  a  contribution  eligible  for  the  credit  under  the  bill  may  be  made  in  the 
form  of  a  10-year  loan  (or  other  long-term  investment),  the  principal  of  which  is  to  be  returned 
to  the  taxpayer  after  the  10-year  period.  However,  in  the  case  of  a  donation  of  cash  made  by  a 
taxpayer  to  an  eligible  CDC,  the  taxpayer  would  be  allowed  to  claim  a  charitable  contribution 
deduction  (subject  to  the  present-law  rules  under  section  170)  and,  in  addition,  could  claim  the 
credit  under  the  bill's  provisions. 

19  The  bill  defines  "qualified  low-income  assistance"  as  assistance  (1)  which  is  designed  to  pro- 
vide employment  and  business  opportunities  to  individuals  who  are  residents  of  the  operational 
area  of  the  CDC,  and  (2)  which  is  approved  by  the  Secretary  of  HUD. 
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availability  of  eligible  CDCs).20  To  be  selected,  a  CDC  must  have 
the  following  characteristics:  (1)  it  must  be  a  tax-exempt  charity  de- 
scribed in  section  501(c)(3)  of  the  Code;  (2)  its  principal  purposes 
must  include  promoting  employment  and  business  opportunities  for 
individuals  who  are  residents  of  its  operational  area;  and  (3)  its 
operational  area  must  (a)  meet  the  geographic  limitations  that 
would  apply  if  the  area  were  designated  as  a  tax  enterprise  zone, 
(b)  have  an  unemployment  rate  that  is  not  less  than  the  national 
average,  and  (c)  have  a  median  family  income  which  does  not 
exceed  80  percent  of  the  median  family  income  of  residents  within 
jurisdiction  of  the  local  government.21 

The  credit  is  subject  to  the  general  business  credit  limitations  of 
section  38  and,  therefore,  may  not  be  used  to  reduce  tentative  mini- 
mum tax. 

Studies 

The  Secretary  of  the  Treasury  and  the  Comptroller  General  each 
are  directed  to  submit  an  interim  report  by  July  1,  1997,  and  a 
final  report  by  July  1,  2002,  to  Congress  analyzing  the  effectiveness 
of  the  tax  enterprise  zones. 

Effective  Date 

Tax  enterprise  zone  designations  may  be  made  only  during  calen- 
dar years  1992  through  1996.  The  tax  incentives  provided  for  tax 
enterprise  zones  generally  are  available  during  the  period  that  the 
designation  remains  in  effect,  which  generally  covers  the  15-year 
period  after  the  designation  first  becomes  effective.  The  provisions 
that  expand  tax-exempt  financing  rules  apply  to  bonds  issued  after 
the  date  of  the  bill's  enactment  and  within  60  months  after  the 
designation  of  the  tax  enterprise  zone  in  which  the  bond  proceeds 
are  to  be  used.  For  purposes  of  the  qualified  CDC  contribution 
credit,  the  Secretary  of  HUD  may  select  during  calendar  years 
1992  and  1993  a  total  of  10  CDCs  eligible  to  receive  qualified  contri- 
butions. 

Subtitle  B.  Permanent  Extension  of  Certain  Expiring  Tax 
Provisions  Primarily  Affecting  Urban  Areas 

1.  Extension  of  the  Tax  Credit  For  Low-Income  Rental  Housing 
(Sec.  1201  of  the  Bill  and  Sec.  42  of  the  Code) 

Present  Law 

A  tax  credit  is  allowed  in  annual  installments  over  10  years  for 
qualifying  newly  constructed  or  substantially  rehabilitated  low- 
income  rental  housing.  For  most  qualifying  housing,  the  credit  has 
a  present  value  of  70  percent  of  the  cost  of  low-income  housing 
units.  For  housing  receiving  other  Federal  subsidies  (i.e.,  tax- 
exempt  bond  financing)  and  for  the  acquisition  cost  of  existing 


20  At  least  four  of  the  selected  CDCs  must  operate  in  rural  areas. 

2 1  In  selecting  CDCs,  the  Secretary  of  HUD  must  give  priority  to  corporations  with  a  demon- 
strated record  of  performance  in  administering  community  development  programs  that  target  at 
least  75  percent  of  the  jobs  emanating  from  their  investment  funds  to  low  income  or  unem- 
ployed individuals. 
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housing  that  is  substantially  rehabilitated  (e.g.,  costs  other  than  re- 
habilitation expenditures),  the  credit  has  a  present  value  of  30  per- 
cent of  qualified  costs.  Generally,  the  part  of  a  building  for  which 
the  credit  is  claimed  must  be  rented  to  qualified  low-income  ten- 
ants at  restricted  rents  for  15  years  after  the  building  is  placed  in 
service.  In  addition,  a  subsequent  additional  15-year  period  of  low- 
income  use  generally  is  required. 

The  credit  amount  is  based  on  the  qualified  basis  of  the  housing 
units  serving  the  low-income  tenants.  A  residential  rental  project 
will  qualify  for  the  credit  only  if  (1)  20  percent  or  more  of  the  ag- 
gregate residential  rental  units  in  the  project  are  occupied  by  indi- 
viduals with  50  percent  or  less  of  area  median  income,  or  (2)  40  per- 
cent or  more  of  the  aggregate  residential  rental  units  in  the  project 
are  occupied  by  individuals  with  60  percent  or  less  of  area  median 
income.  These  income  figures  are  adjusted  for  family  size. 

The  low-income  set-aside  is  elected  in  the  first  year  of  the  credit 
period  for  the  project.  The  maximum  rent  that  may  be  charged  a 
family  in  a  unit  on  which  a  credit  is  claimed  depends  on  the 
number  of  bedrooms  in  the  unit.  The  rent  limitation  is  30  percent 
of  the  qualifying  income  of  a  family  deemed  to  have  a  size  of  1.5 
persons  per  bedroom  (e.g.,  a  two-bedroom  unit  has  a  rent  limitation 
based  on  the  qualifying  income  for  a  family  of  three).  Prior  to  1990, 
qualifying  income  for  purposes  of  the  rent  limitation  was  deter- 
mined on  the  family's  qualified  income  based  on  actual  family  size, 
not  the  number  of  bedrooms  in  the  unit. 

Each  State  receives  an  annual  low-income  housing  credit  volume 
ceiling  of  $1.25  per  resident.  To  qualify  for  the  credit,  a  building 
owner  generally  must  receive  a  credit  allocation  from  the  appropri- 
ate State  credit  authority.  An  exception  is  provided  for  property 
which  is  substantially  financed  with  the  proceeds  of  tax-exempt 
bonds  subject  to  the  State's  private-activity  bond  volume  limitation. 

The  low-income  housing  tax  credit  is  scheduled  to  expire  after 
June  30,  1992. 

Reasons  for  Change 

The  committee  believes  it  is  appropriate  for  the  Federal  Govern- 
ment to  play  a  significant  role  in  the  development  of  additional  af- 
fordable housing  for  low-income  individuals,  and  that  the  low- 
income  housing  credit  is  a  useful  incentive  for  increasing  the  hous- 
ing stock  available  to  these  individuals.  Further,  the  committee  be- 
lieves that  a  permanent  extension  of  the  low-income  housing  credit 
will  provide  the  greater  planning  certainty  needed  for  the  efficient 
delivery  of  this  Federal  subsidy  without  sacrificing  Congress'  abili- 
ty to  exercise  appropriate  oversight  of  the  administration  of,  and 
need  for,  programs  such  as  the  tax  credit.  Finally,  the  committee 
believes  that  owners  of  credit  property  placed  in  service  before 
1990  should  be  able  to  elect  to  use  either  apartment  size  or  family 
size  in  determining  maximum  rent  on  vacated  units. 

Explanation  of  Provision 

The  bill  makes  permanent  the  low-income  housing  credit.  It  also 
makes  a  provision  of  the  Omnibus  Budget  Reconciliation  Act  of 
1989  available  on  a  prospective  basis  for  certain  low-income  hous- 
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ing  credit  buildings  not  currently  subject  to  that  Act  if  the  building 
owners  irrevocably  elect  this  provision.  Specifically,  owners  will  be 
able  to  elect  whether  to  use  apartment  size  or  actual  family  size  as 
the  basis  of  qualifying  income  for  purposes  of  the  low-income  hous- 
ing credit's  gross  rent  limitation.  The  election,  which  must  be  made 
within  180  days  of  enactment,  will  be  made  on  a  building-by-build- 
ing basis  and  will  not  apply  to  rents  charged  to  existing  tenants  as 
of  the  date  the  election  is  made. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

2.  Targeted  Jobs  Tax  Credit  (Sec.  1202  of  the  Bill  and 
Sec.  51  of  the  Code) 

Present  Law 

Tax  credit 

The  targeted  jobs  tax  credit  is  available  on  an  elective  basis  for 
hiring  individuals  from  nine  targeted  groups.  These  targeted 
groups  consist  of  individuals  who  are  either  recipients  of  payments 
under  means-tested  programs,  economically  disadvantaged  (as 
measured  by  family  income),  or  disabled. 

The  credit  generally  is  equal  to  40  percent  of  up  to  $6,000  of 
qualified  first-year  wages.  A  credit  equal  to  40  percent  of  up  to 
$3,000  of  wages  paid  to  qualified  summer  youth  employees  is  also 
allowed.  Thus,  the  maximum  credit  is  generally  $2,400  per  quali- 
fied employee,  with  a  $1,200  maximum  credit  per  summer  youth 
employee.  The  employer's  deduction  for  wages  is  reduced  by  the 
amount  of  the  credit  claimed. 

The  credit  is  scheduled  to  expire  for  individuals  who  begin  work 
for  an  employee  after  June  30,  1992. 

Authorization  of  appropriations 

Present  law  authorizes  appropriations  for  administration  and 
publicity  expenses  relating  to  the  credit  through  June  30,  1992. 
These  monies  are  to  be  used  by  the  Internal  Revenue  Service  and 
the  Department  of  Labor  to  inform  employers  of  the  credit  pro- 
gram. 

Reasons  for  Change 

The  committee  believes  that  the  targeted  jobs  tax  credit  provides 
a  useful  incentive  for  hiring  disadvantaged  individuals.  The  com- 
mittee also  believes  that  economically  disadvantaged  youths  aged 
23  and  24  will  enjoy  increased  employment  opportunities  with  the 
extension  to  them  of  the  credit. 

Explanation  of  Provision 

The  bill  permanently  extends  the  targeted  jobs  tax  credit  and  the 
authorization  for  appropriations.  The  bill  also  restores  individuals 
aged  23  and  24  to  the  category  of  economically  disadvantaged 
youth. 
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Effective  Date 

The  provision  is  effective  for  individuals  who  begin  work  for  an 
employer  after  June  30,  1992. 

3.  Qualified  Mortgage  Bonds  and  Mortgage  Credit  Certificates  (Sec. 
1203  of  the  Bill  and  Sees.  143  and  25  of  the  Code) 

Present  Law 

Qualified  mortgage  bonds 

Qualified  mortgage  bonds  ("QMBs")  are  bonds  the  proceeds  of 
which  are  used  to  finance  the  purchase,  or  qualifying  rehabilitation 
or  improvement  of,  single-family,  owner-occupied  residences  located 
within  the  jurisdiction  of  the  issuer  of  the  bonds.  Persons  receiving 
QMB  loans  must  satisfy  principal  residence,  purchase  price,  bor- 
rower income,  first-time  homebuyer,  and  other  requirements.  Part 
or  all  of  the  interest  subsidy  provided  by  QMBs  is  recaptured  if  the 
borrower  experiences  substantial  increases  in  income  and  disposes 
of  the  subsidized  residence  within  nine  years  after  it  was  pur- 
chased. 

The  volume  of  QMBs  that  a  State  may  issue  is  limited  by  an 
annual  State  private  activity  bond  volume  limit. 

Mortgage  credit  certificates 

Qualified  governmental  units  may  elect  to  exchange  private  ac- 
tivity bond  volume  authority  for  authority  to  issue  mortgage  credit 
certificates  ("MCCs").  MCCs  entitle  home-buyers  to  nonrefundable 
income  tax  credits  for  a  specified  percentage  of  the  interest  paid  on 
mortgage  loans  on  their  principal  residences.  Once  issued,  an  MCC 
remains  in  effect  as  long  as  the  loan  remains  outstanding  and  the 
residence  being  financed  continues  to  be  the  MCC-recipient's  prin- 
cipal residence.  MCCs  are  subject  to  the  same  targeting  require- 
ments and  recapture  rules  as  QMBS. 

Expiration 

Authority  to  issue  QMBs  and  to  elect  to  trade  in  private  activity 
bond  volume  authority  to  issue  MCCs  is  scheduled  to  expire  after 
June  30,  1992. 

Reasons  for  Change 

If  properly  targeted  and  administered,  the  QMB  and  MCC  pro- 
grams should  enable  the  individuals  who  otherwise  would  be 
unable  to  afford  homes  without  the  longer-term  Federal  subsidy 
provided  by  these  programs  to  purchase  homes.  The  committee  be- 
lieves that  extending  these  programs  permanently  will  provide 
greater  planning  certainty  to  States  and  local  governments,  there- 
by permitting  these  entities  to  assist  low-  and  moderate-income, 
first-time  homebuyers  more  efficiently,  while  not  sacrificing  neces- 
sary Congressional  oversight  of  the  programs. 

The  committee  understands  that  in  certain  high-cost  housing 
areas  a  non-bond  State  or  local  subsidy  may  be  necessary  in  con- 
junction with  the  MRB  and  MCC  subsidy  to  make  homeownership 
available  to  certain  lower-income  homebuyers.  Therefore,  the  com- 
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mittee  believes  that  it  is  appropriate  to  facilitate  the  use  of  State 
and  local  non-bond  subsidies  with  the  QMBs  and  MCCs. 

The  committee  has  become  aware  that  some  States  have  housing 
programs  that  are  designed  to  aid  very  low-income  individuals  who 
already  have  purchased  land  under  a  contract  for  deed.  In  a  con- 
tract for  deed,  the  individuals  have  purchased  unimproved  land 
under  a  type  of  land  installment  contract.  Then  the  individuals 
have  constructed  housing  which  does  not  meet  adequate  housing 
standards  on  that  land  for  use  as  their  principal  residence.  The 
committee  understands  that  these  contracts  for  deed  must  be  refi- 
nanced in  order  to  obtain  financing  for  construction  on  the  land  of 
a  new  residence  that  provides  adequate  housing  for  these  very  low- 
income  individuals. 

Explanation  of  Provision 

Permanent  extension 

The  bill  permanently  extends  the  authority  to  issue  QMBs  and  to 
elect  to  trade  in  bond  volume  authority  to  issue  MCCs. 

Treatment  of  certain  housing  affordability  programs 

The  bill  further  provides  that,  in  high  housing  cost  areas,  the 
fact  that  an  issuer  of  QMBs  or  MCCs  also  provides  certain  mort- 
gage loans  other  than  first  mortgage  loans  to  homebuyers  in  con- 
junction with  QMB  or  MCC  financing  will  not  preclude  availability 
of  the  QMB-  or  MCC-assistance  on  the  purchase  of  a  residence. 
Qualifying  subordinate  mortgage  loans  must  be  financed  with  non- 
tax-exempt private  activity  bond  State  or  local  government  reve- 
nues and  either  must  be  structured  as  a  "shared  appreciation  loan" 
or  must  be  accompanied  by  a  ' 'resale  price  control  restriction." 
Also,  the  local  government  must  retain  its  interest  in  the  house's 
appreciation  for  a  period  at  least  as  long  as  the  Federal  QMB  and 
MCC  recapture  period. 

A  shared  appreciation  loan  is  defined  as  a  below-market  rate  or 
deferred  interest  loan  which  entitles  the  governmental  lender  to  a 
share  of  any  appreciation  in  value  realized  upon  disposition  of  the 
residence  as  repayment  for  the  subsidy  provided  by  the  loan.  A 
resale  price  control  restriction  is  defined  as  a  deed  restriction,  right 
of  repurchase,  or  similar  mechanism  which  (1)  requires  the  owner 
to  sell  the  unit  to  a  purchaser  qualifying  for  QMB  or  MCC  financ- 
ing and  (2)  limits  the  resale  price  to  an  amount  not  exceeding  the 
initial  purchase  price  plus  an  indexed  amount  that  is  less  than  the 
full  appreciation  on  the  residence. 

Any  interest  of  a  governmental  unit  in  a  QMB-  or  MCC-financed 
residence  on  which  it  also  makes  a  qualifying  subordinated  mort- 
gage loan  will  be  disregarded  for  purposes  of  (1)  the  first-time 
homebuyer  and  owner-occupied  residence  requirements  of  the  QMB 
and  MCC  programs;  (2)  the  maximum  purchase  price  limit  for 
QMB-and  MCC-financed  residences;  (3)  the  rules  for  determining 
who  is  the  owner  of  a  QMB-  or  MCC-financed  residence;  and  (4)  the 
rules  for  determining  the  effective  rate  of  interest  on  QMB-fi- 
nanced  loans.  The  terms  of  the  subordinated  mortgage  loan  will  be 
taken  into  account,  however,  for  measuring  the  amount  of  the 
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homeowner's  gain,  if  any,  under  the  QMB-  and  MCC-recapture  re- 
strictions.1 

Treatment  of  certain  contracts  for  deeds 

The  bill  also  provides  that,  in  the  case  of  certain  homebuyers 
whose  family  incomes  do  not  exceed  fifty  percent  of  applicable 
median  family  income,  ownership  of  land  subject  to  certain  con- 
tracts for  deed  does  not  violate  the  requirement  that  QMB-  and 
MCC-financed  homebuyers  be  first-time  homebuyers  and  that  the 
financing  provided  be  for  new  mortgages.  Thus,  QMB-financed 
loans  may  be  made  (and  MCCs  to  be  granted)  to  individuals  who 
own  and  maintain  their  principal  residence  on  land  subject  to 
these  contracts  for  deed  provided  that  the  homebuyers  satisfy  (a) 
all  otherwise  applicable  requirements  of  the  QMB  and  MCC  pro- 
grams but  for  the  contract  for  deed  and  (b)  the  special  income 
limit.  These  loans  may  be  used  to  repay  the  contract  for  deed  and 
to  finance  a  new  residence  on  the  land.  Also,  as  under  present  law, 
these  homebuyers  will  remain  eligible  for  qualified  home  improve- 
ment loans  to  rehabilitate  existing  principal  residences  on  the  land 
held  subject  to  the  contracts  for  deed. 

Effective  Date 

The  extension  of  the  QMB  and  MCC  programs  is  effective  after 
June  30,  1992.  The  provisions  relating  to  treatment  of  governmen- 
tal units  under  certain  housing  affordability  programs  and  to  land 
owned  subject  to  certain  contracts  for  deed  applies  to  QMB  and 
MCC-financing  provided  after  the  date  of  enactment. 

4.  Qualified  Small-Issue  Bonds  (Sec.  1204  of  the  Bill  and  Sec.  144  of 

the  Code) 

Present  Law 

Interest  on  certain  small  issues  of  private  activity  bonds  issued 
by  States  or  local  governments  ("qualified  small-issue  bonds")  is  ex- 
cluded from  gross  income  if  certain  conditions  are  met.  First,  at 
least  95  percent  of  the  bond  proceeds  must  be  used  to  finance  man- 
ufacturing facilities  or  certain  agricultural  land,  or  equipment. 
Second,  the  bond  issue  must  have  an  aggregate  face  amount  of  $1 
million  or  less,  or  the  aggregate  face  amount  of  the  issue,  together 
with  the  aggregate  amount  of  certain  related  capital  expenditures 
during  the  six-year  period  beginning  three  years  before  the  date  of 
the  issue  and  ending  three  years  after  that  date,  may  not  exceed 
$10  million. 

Issuance  of  qualified  small-issue  bonds,  like  most  other  private 
activity  bonds  is  subject  to  annual  State  volume  limitations. 

Authority  to  issue  qualified  small-issue  bonds  is  scheduled  to 
expire  after  June  30,  1992. 


1  The  committee  intends,  however,  that  the  interest  of  a  governmental  unit  will  be  disregard- 
ed under  the  recapture  restriction  if  the  governmental  unit's  interest  is  structured  so  as  to  cap- 
ture any  amount  otherwise  subject  to  Federal  recapture  e.g.,  by  allocating  to  the  governmental 
unit  an  amount  of  gain  on  disposition  greater  than  the  proportionate  amount  of  the  total  subsi- 
dy to  the  homebuyer  that  is  provided  by  the  subordinated  mortgage  loan. 
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Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  permit  State  and 
local  governments  to  continue  to  issue  qualified  small-issue  bonds. 
The  committee  further  believes  that  permanent  extension  of  this 
authority  will  not  hinder  continued  Congressional  oversight  of  the 
program. 

Explanation  of  Provision 

The  bill  permanently  extends  authority  to  issue  qualified  small- 
issue  bonds. 

Effective  Date 

The  provision  is  effective  for  bonds  issued  after  June  30,  1992. 
Subtitle  C — Human  Resources  Amendments 
1.  Modifications  to  the  AFDC  JOBS  program  (Sees.  1301  and  1302) 

Present  Law 

Federal  matching  for  expenditures  under  the  JOBS  program  is 
available  to  States  as  a  capped  entitlement  limited  to  $1  billion  in 
fiscal  years  1992  and  1993,  $1.1  billion  in  fiscal  year  1994,  $1.3  bil- 
lion in  fiscal  year  1995  and  $1.0  billion  a  year  thereafter. 

The  Federal  match  is  90  percent  for  expenditures  up  to  the 
amount  allotted  to  the  States  for  the  WIN  program  in  fiscal  year 
1987  ($126  million  for  all  States).  Of  additional  amounts,  the  Feder- 
al match  for  nonadministrative  costs  (including  the  costs  of  full- 
time  JOBS  personnel)  varies  by  State,  but  is  at  least  60  percent 
(and  at  most  79.99  percent  in  fiscal  year  1992),  and  for  administra- 
tive costs  is  a  flat  50  percent. 

In  fiscal  year  1991,  States  obligated  approximately  $600  million 
of  the  $1  billion  entitlement.  For  fiscal  year  1992,  CBO  projects 
that  States  will  obligate  two-thirds  of  the  available  federal  funds 
(or,  $660  million).  OMB  estimates  that  States  will  obligate  $750  mil- 
lion in  fiscal  year  1992. 

In  order  to  be  eligible  for  an  enhanced  Federal  matching  rate  of 
at  least  60  percent,  State  JOBS  programs  must  achieve  stated  par- 
ticipation rates.  Regulations  use  a  20-hour  weekly  standard  to 
measure  participation,  but  provide  that  States  may  count  as  par- 
ticipants the  largest  number  of  persons  whose  combined  and  aver- 
aged weekly  hours  equal  or  exceed  20.  In  this  calculation,  persons 
are  counted  if  they  attend  at  least  75  percent  of  the  scheduled 
hours  of  activity  in  a  month.  The  20-hour  rule  has  aroused  com- 
plaints from  some  welfare  officials,  who  object  that  it  exceeds  class- 
room schedules  of  full-time  students  in  many  programs  of  remedial 
education,  postsecondary  education  and  vocational  training. 

Federal  JOBS  funds  are  allocated  among  the  States  in  two  parts: 
(1)  each  State  receives  an  amount  equal  to  its  fiscal  year  1987  WIN 
allotment,  and  (2)  remaining  JOBS  funds  are  allocated  on  the  basis 
of  each  State's  relative  share  of  adult  AFDC  recipients.  For  the 
WIN-equivalent  sum,  the  Federal  matching  rate  is  90  percent,  and 
the  law  provides  that  States  may  pay  their  10  percent  share  "in 
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cash  or  in  kind,  fairly  evaluated."  For  remaining  JOBS  funds,  the 
Federal  matching  rate  varies  among  States  for  JOBS  activities  and 
costs  of  full-time  personnel,  with  a  floor  of  60  percent  (the  rate  is  a 
flat  50  percent  for  administrative  costs).  Federal  regulations  re- 
quire that  a  State's  match  for  the  second  component  of  its  JOBS 
funds  must  be  in  cash,  not  in  kind. 

Reasons  for  Change 

In  recent  years,  State  budget  constraints  have  hampered  the 
ability  of  many  States  to  draw  down  their  full  share  of  available 
Federal  funds  under  the  JOBS  program.  In  fiscal  year  1991,  State 
obligations  totaled  only  60  percent  of  the  $1  billion  of  Federal 
funds  available. 

At  a  recent  Subcommittee  on  Human  Resources  hearing  in  Chi- 
cago on  this  issue,  witnesses  testified  regarding  the  urgent  need  to 
make  additional  funds  available  under  the  JOBS  program.  They 
emphasized  that  the  recession  has  simultaneously  increased  the 
need  for  the  program  while  reducing  the  ability  of  the  States  to 
fund  it. 

The  proposed  amendment  would  address  the  current  budget 
crises  in  many  States  by  allowing  States  to  more  easily  draw  down 
available  Federal  JOBS  funds  and  increase  the  employability  of 
AFDC  recipients. 

Many  States  have  articulated  that  the  20-hour  rule  in  the  JOBS 
program  hinders  their  ability  to  successfully  run  educational  and 
job  training  programs.  Many  such  programs  are  not  designed  to 
meet  20  hours  weekly,  and  thus,  participants  are  obliged  to  spend 
time  in  supervised  study  halls  which  are  both  costly  and  of  ques- 
tionable benefit.  In  most  educational  programs,  enrollment  in  12  to 
16  credit  hours  is  considered  full-time,  given  the  amount  of  study 
time  that  is  necessary  to  complete  the  required  assignments.  Be- 
cause of  the  20-hour  rule,  JOBS  participants  are  required  to  meet 
greater  and  unnecessary  demands. 

Explanation  of  Provision 

Carryover  of  funds  from  fiscal  year  1991. — Under  the  amend- 
ment, $100  million  (approximately  one-fourth)  of  the  JOBS  entitle- 
ment funds  left  unobligated  for  fiscal  year  1991  would  be  available 
for  obligation  by  the  States.  States  would  have  one  year  after  the 
date  of  enactment  to  obligate  these  "carryover"  funds,  and  would 
have  to  liquidate  the  obligations  within  two  years  after  the  date  of 
enactment.  No  State  match  would  apply  to  the  carryover  funds. 
The  funds  would  be  allocated  to  each  State  based  on  its  relative 
share  of  JOBS  obligations  for  fiscal  year  1991.  States  would  be  re- 
quired to  apply  these  100%  Federal  funds  to  the  JOBS  program, 
and  to  ensure  that  the  funds  do  not  supplant  any  State  or  local 
funds  used  for  the  JOBS  program. 

Enhanced  match  for  obligations  above  fiscal  year  1991  level  in 
fiscal  year  1993. — Each  State  would  be  subject  to  the  current  law 
matching  rates  under  the  JOBS  program  for  obligations  in  fiscal 
year  1993  up  to  the  State's  fiscal  year  1991  obligation  level  (the 
latter  number  calculated  not  to  include  any  fiscal  year  1991  funds 
carried  over  into  fiscal  years  1992  and  1993).  The  State's  JOBS  obli- 
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gations  in  fiscal  year  1993  that  are  in  excess  of  the  State's  1991  ob- 
ligation level  would  be  matched  at  a  higher  federal  rate  (90  per- 
cent), up  to  the  State's  JOBS  cap. 

Carryover  of  funds  from  fiscal  years  1992  and  1993. — Fifty-per- 
cent of  the  entitlement  funds  left  unobligated  for  fiscal  year  1992, 
and  100  percent  of  the  funds  left  unobligated  for  fiscal  year  1993, 
would  be  available  for  obligation  by  the  States  for  fiscal  years  1993 
and  1994,  respectively.  These  "carryover"  funds,  now  projected  at 
$170  million  and  $250  million,  respectively,  would  be  allocated 
among  the  States  based  on  their  relative  shares  of  JOBS  obliga- 
tions for  fiscal  year  1991.  Carryover  funds  would  be  eligible  for  the 
enhanced  90  percent  matching  rate  in  fiscal  year  1993,  but  the  Fed- 
eral match  for  carryover  funds  would  revert  to  the  variable  rate  of 
current  law  in  fiscal  year  1994. 

SUMMARY  OF  JOBS  CARRYOVER  FUNDS  PROPOSALS 


Fiscal  year  Allocation  basis  Amount  Federal  match 


1992  State  share  of  fiscal  year  1991  $100  million   100  percent. 

obligations. 

1993  State  share  of  fiscal  year  1991  50  percent  of  unused  fiscal  90  percent. 

obligations.  year  1992  funds. 

1994  State  share  of  fiscal  year  1991  100  percent  of  unused  fisal  60-83  percent  (CL  rate). 

obligations.  year  1993  funds. 


Modification  to  the  20-hour  rule  for  JOBS  participants. — For  pur- 
poses of  calculating  JOBS  participation  rates,  States  would  have 
the  option  either  on  a  case-by-case  basis  or  overall  of  (1)  defining 
participation  to  include  persons  who  are  satisfactorily  participating 
in  educational  or  training  activities  and  giving  them  two  hours  of 
JOBS  credit  toward  the  20-hour  requirement  for  each  hour  of  class- 
room instruction,  or  (2)  adopting  a  definition  of  "satisfactorily  par- 
ticipating in  educational  activities"  that  includes  full-time  stu- 
dents— without  regard  to  the  20-hour  rule — who  maintain  a  grade 
point  average  that  is  not  below  the  minimum  required  by  their 
educational  institution.  Under  the  second  option,  to  be  treated  as  a 
full-time  enrollee,  a  person  would  have  to  be  enrolled  for  the 
number  of  credit  hours  that  the  institution  regards  as  those  of  a 
full-time  student. 

State  in-kind  contribution  under  JOBS. — Would  permit  a  State's 
contribution  for  all  JOBS  funding  to  be  in  cash  or  in  kind,  fairly 
evaluated  up  to  125  percent  of  the  WIN-equivalent  sum. 

Effective  Date 

The  provisions  would  be  effective  on  the  date  of  enactment, 
except  for  the  increase  in  in-kind  State  expenditure  which  would 
apply  to  expenditures  on  or  after  October  1,  1992. 
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2.  Modifications  in  the  Treatment  of  Resources  Under  the  AFDC 
Program  (Sees.  1303,  1304  and  1305) 

Present  Law 

Federal  law  directs  the  State  welfare  agency  to  determine  ineligi- 
ble for  AFDC  any  family  whose  counted  resources  exceed  $1,000,  or 
a  lower  amount  set  by  the  State.  The  following  resources  are 
exempt  from  the  resource  limit:  a  home  in  which  the  family  lives, 
an  automobile  (so  long  as  the  individual's  ownership  interest  does 
not  exceed  the  amount  specified  in  regulations,  which  is  currently 
$1,500,  or  such  lower  amount  as  the  State  may  determine),  burial 
plots,  funeral  agreements,  and  real  property  (for  a  limited  time 
period)  of  which  the  family  is  making  a  good  faith  effort  to  dispose. 

Federal  regulations  for  AFDC  define  "earned  income"  from  self- 
employment  as  the  total  profit  from  business  enterprise,  farming, 
etc.  Under  the  rules,  total  profit  is  calculated  by  comparing  gross 
receipts  with  certain  business  expenses,  those  directly  related  to 
producing  the  goods  or  services  and  without  which  the  goods  or 
services  could  not  be  produced. 

States  are  required  by  Federal  law  to  disregard  certain  earned 
income  when  determining  the  amount  of  benefits  to  which  a  recipi- 
ent family  is  entitled.  States  must  disregard  all  of  the  earned 
income  of  a  dependent  child  receiving  AFDC  who  is  a  full-time  stu- 
dent or  a  part-time  student  who  is  not  a  full-time  employee  and  is 
attending  a  school,  college,  university,  or  vocational  training 
course.  States  may,  for  a  period  of  6  months,  disregard  all  or  part 
of  the  earned  income  of  a  dependent  child  who  is  a  full-time  stu- 
dent and  who  is  applying  for  AFDC,  if  and  only  if  the  earnings  of 
the  child  are  excluded  in  determining  whether  the  family's  total 
monthly  income  is  below  the  eligibility  ceiling,  185  percent  of  the 
AFDC  need  standard.  States  also  have  the  option  of  disregarding 
all  or  any  part  of  income  derived  from  Job  Training  Partnership 
Act  (JTPA)  programs  by  a  dependent  child  applying  for  or  receiv- 
ing AFDC  (there  is  a  6-month  limit  on  the  disregard  of  earned 
income,  and  no  limit  on  unearned  income).  Further,  in  determining 
whether  the  family  meets  the  gross  income  test  (185  percent  of 
need),  States  may  disregard  earnings  of  a  child  who  is  a  full-time 
student,  but  only  for  6  months. 

Explanation  of  Provision 

Would  permit  States  under  certain  conditions  to  exclude  from 
the  resource  limit  applicable  to  recipient  families,  assets  valued  up 
to  $10,000  (States  could  choose  any  amount  between  $1,000  and 
$10,000).  To  exercise  this  option,  the  State  would  be  required  in  its 
AFDC  plan  to  provide  that:  (1)  the  State  agency  will  determine 
that  these  disregarded  resources  are  being  retained  for  improving 
the  education,  training  or  employability  (including  self-employ- 
ment) of  a  family  member,  or  for  the  purchase  of  a  home  or  a 
change  in  residence  for  the  family;  and  (2)  the  State  agency  will 
not  disregard  any  resource  owned  by  a  family  member  within  the 
preceding  12  months  if  the  resource  was  disposed  of  at  less  than 
faH _  market  value  for  the  purpose  of  establishing  eligibility  for 
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Would  provide  that  recipient  status  for  this  resource  treatment 
will  be  deemed  for  families  that  received  AFDC  in  at  least  one  of 
the  previous  4  months.  In  addition,  recipient  status  for  resource 
treatment  would  be  deemed  for  12  months  for  families  that  leave 
AFDC  due  to  earnings.  These  deeming  provisions  would  permit 
former  AFDC  families  who  lost  employment  or  suffered  other 
income  loss  to  regain  AFDC  eligibility  without  having  to  spend  sav- 
ings down  to  $1,000  (or  lower)  as  new  applicants. 

Would  require  the  Secretary  to  report  to  the  Congress  on  the 
need  to  update  the  asset  limit  on  vehicles  and  the  extent  to  which 
an  updated  limit  would  increase  the  employability  of  AFDC  recipi- 
ents. In  addition,  the  Secretary  could,  by  regulation,  issue  new  reg- 
ulations relating  to  the  asset  limit  on  vehicles.  In  promulgating 
these  regulations,  the  Secretary  should  to  the  maximum  extent 
possible  coordinate  those  rules  with  other  Federal  means-tested 
programs. 

As  under  H.R.  3450,  would  require  States  to  exempt  from  the 
AFDC  resource  limitation  the  first  $10,000  of  net  worth  (assets  re- 
duced by  liabilities)  of  microenterprises  owned,  in  whole  or  in  part, 
by  an  AFDC  child  or  the  child's  caretaker  relative  and  stipulates 
that  only  the  net  profit  of  these  enterprises  shall  be  treated  as 
earned  income  of  the  AFDC  family.  Defines  a  microenterprise  as  a 
commercial  enterprise  that  employs  no  more  than  five  persons  and 
is  owned  by  one  or  more  of  its  employees.  Defines  net  profits  of  a 
microenterprise  as  gross  receipts  minus  amounts  paid  as  principal 
or  interest  on  a  loan,  transportation  expenses,  inventory  costs, 
amounts  used  to  buy  capital  equipment,  cash  retained  by  the  mi- 
croenterprise for  future  use  by  the  business,  taxes  paid  by  reason 
of  the  business,  insurance  premiums  for  coverage  of  the  business 
against  loss,  losses  not  reimbursed  solely  because  of  a  deductible  in- 
surance requirement,  reasonable  costs  of  obtaining  one  automobile 
needed  for  the  business,  and  "the  other  expenses  of  the  business." 
Provides  for  inclusion  of  microenterprise  training  in  the  JOBS  pro- 
gram and  requires  caseworkers  to  advise  AFDC  recipients  of  the 
option  of  microenterprise. 

Would  exempt  any  earnings  of  a  child  who  is  a  student  from  the 
resource  test  and  from  consideration  in  the  gross  income  test  (185 
percent  of  need).  Would  also  mandate  that  all  States  disregard  the 
earnings  of  an  applicant  child  for  purposes  of  eligibility  determina- 
tion. Would  eliminate  the  6-month  time  limitations  mentioned 
above.  Would  also  clarify  that  the  earnings  disregards  apply  to  any 
student,  including  teen  parents  under  the  age  of  20. 

Effective  Date 

The  amendments  made  by  this  section  would  be  in  effect  on  Oc- 
tober 1,  1992. 
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TITLE  II.  GROWTH  TAX  INCENTIVES 

Subtitle  A.  Extension  of  Certain  Expiring  Tax  Provisions 

1.  Research  and  Experimentation  Tax  Credit  (Sec.  2001  of  the  Bill 
and  Sec.  41  of  the  Code) 

Present  Law 

A  20-percent  tax  credit  is  allowed  to  the  extent  that  a  taxpayer's 
qualified  research  expenditures  for  the  current  year  exceed  its  base 
amount  for  that  year.  The  credit  will  not  apply  to  amounts  paid  or 
incurred  after  June  30,  1992. 

The  base  amount  for  the  current  year  generally  is  computed  by 
multiplying  the  taxpayer's  "fixed-base  percentage"  by  the  average 
amount  of  the  taxpayer's  gross  receipts  for  the  four  preceding 
years.  If  a  taxpayer  both  incurred  qualified  research  expenditures 
and  had  gross  receipts  during  each  of  at  least  three  years  from 
1984  through  1988,  then  its  "fixed-base  percentage"  is  the  ratio 
that  its  total  qualified  research  expenditures  for  the  1984-1988 
period  bears  to  its  total  gross  receipts  for  that  period  (subject  to  a 
maximum  ratio  of  .16).  All  other  taxpayers  (such  as  "start-up" 
firms)  are  assigned  a  fixed-base  percentage  of  .03. 

In  computing  the  credit,  a  taxpayer's  base  amount  may  not  be 
less  than  50  percent  of  its  current-year  qualified  research  expendi- 
tures. 

Qualified  research  expenditures  eligible  for  the  credit  consist  of: 
(1)  "in-house"  expenses  of  the  taxpayer  for  research  wages  and  sup- 
plies used  in  research;  (2)  certain  time-sharing  costs  for  computer 
use  in  research;  and  (3)  65  percent  of  amounts  paid  by  the  taxpayer 
for  contract  research  conducted  on  the  taxpayer's  behalf.  Expendi- 
tures attributable  to  research  that  is  conducted  outside  the  United 
States  do  not  enter  into  the  credit  computation.  In  addition,  the 
credit  is  not  available  for  research  in  the  social  sciences,  arts,  or 
humanities,  nor  is  it  available  for  research  to  the  extent  funded  by 
any  grant,  contract,  or  otherwise  by  another  person  (or  governmen- 
tal entity). 

In  addition,  the  20-percent  tax  credit  also  applies  to  the  excess  of 
(1)  100  percent  of  corporate  cash  expenditures  (including  grants  or 
contributions)  paid  for  university  basic  research  over  (2)  the  sum  of 
(a)  the  greater  of  two  fixed  research  floors  plus  (b)  an  amount  re- 
flecting any  decrease  in  nonresearch  giving  to  universities  by  the 
corporation  as  compared  to  such  giving  during  a  fixed-base  period, 
as  adjusted  for  inflation. 

Deductions  for  qualified  research  expenditures  allowed  to  a  tax- 
payer under  section  174  are  reduced  by  an  amount  equal  to  100 
percent  of  the  taxpayer's  research  credit  determined  for  that  year. 

Reasons  for  Change 

Technological  development  is  an  important  component  of  eco- 
nomic growth.  However,  businesses  may  not  find  it  profitable  to 
invest  in  some  research  activities,  because  it  is  difficult  to  capture 
the  full  benefits  from  the  research.  (Costly  technological  advances 
made  by  one  firm  are  often  cheaply  copied  by  its  competitors.)  A 
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research  credit  can  help  to  promote  investment  in  research,  so  that 
research  activities  undertaken  approach  the  optimal  level  for  the 
overall  economy.  The  committee,  therefore,  believes  that  it  is  ap- 
propriate to  extend  the  research  tax  credit. 

Explanation  of  Provision 

The  bill  extends  the  research  tax  credit  for  18  months  (i.e.,  for 
qualified  research  expenditures  and  university  basic  research  ex- 
penditures incurred  through  December  31,  1993). 

In  extending  the  research  tax  credit,  the  committee  wishes  to  re- 
affirm Congressional  intent  that  neither  the  enactment  of  the 
credit  in  1981  nor  the  "targeting"  modifications  to  the  credit  in 
1986  affect  the  definition  of  "research  or  experimental  expendi- 
tures" for  purposes  of  section  174.  Thus,  the  various  new  credit  lim- 
itations enacted  in  the  Tax  Reform  Act  of  1986  (such  as  the  "proc- 
ess of  experimentation"  requirement)  apply  in  determining  eligibil- 
ity for  the  credit  (in  taxable  years  beginning  after  December  31, 
1985),  and  do  not  determine  eligibility  of  product  development  costs 
under  section  174. 

Effective  Date 

The  provision  applies  to  qualified  expenditures  incurred  during 
the  period  July  1,  1992,  through  December  31,  1993. 

2.  Extension  of  Exclusion  for  Employer-Provided  Educational 
Assistance  (Sec.  2002  of  the  Bill  and  Sec.  127  of  the  Code) 

Present  Law 

An  employee's  gross  income  and  wages  for  income  and  employ- 
ment tax  purposes  do  not  include  amounts  paid  or  incurred  by  the 
employer  for  educational  assistance  provided  to  the  employee  if 
such  amounts  are  paid  or  incurred  pursuant  to  an  educational  as- 
sistance program  that  meets  certain  requirements.  This  exclusion, 
which  expires  with  respect  to  amounts  paid  after  June  30,  1992,  is 
limited  to  $5,250  of  educational  assistance  with  respect  to  an  indi- 
vidual during  a  calendar  year. 

In  the  absence  of  this  exclusion,  an  employee  generally  would  be 
required  to  include  in  income  and  wages,  for  income  and  employ- 
ment tax  purposes,  the  value  of  educational  assistance  provided  by 
an  employer  to  the  employee,  unless  the  cost  of  such  assistance 
qualified  as  a  deductible  job-related  expense  of  the  employee. 

Reasons  for  Change 

The  exclusion  from  income  for  employer-provided  educational  as- 
sistance programs  has  two  intended  purposes:  (1)  to  increase  the 
levels  of  education  and  training  in  the  workforce  and  (2)  to  elimi- 
nate the  potential  complexity  of  determining  whether  training  and 
education  benefits  provided  by  an  employer  constitute  job-related 
expenses  that  are  deductible  by  the  employee. 

The  committee  believes  that  some  of  the  benefits  attributable  to 
the  exclusion  for  employer-provided  educational  assistance  accrue 
to  society  at  large  by  creating  a  better-educated  workforce.  The 
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committee  believes  that  the  exclusion  for  employer-provided  educa- 
tional assistance  is  used  by  employees  to  improve  their  competitive 
position  in  the  workforce.  In  the  absence  of  the  subsidy,  the  com- 
mittee believes  that  some  individuals  would  underinvest  in  educa- 
tion. 

Although  there  is  inadequate  evidence  to  draw  an  unequivocal 
conclusion  that  the  exclusion  from  income  for  employer-provided 
educational  assistance  is  justified  by  the  benefit  to  society  from  a 
better-educated  workforce,  the  committee  believes  it  is  appropriate 
to  provide  for  a  temporary  extension  of  the  exclusion  to  reduce  the 
complexity  that  would  exist  in  the  absence  of  the  exclusion  and  to 
provide  the  opportunity  for  Congress  to  reevaluate  the  value  of  the 
exclusion. 

Explanation  of  Provision 

The  exclusion  for  employer-provided  educational  assistance  is  ex- 
tended for  18  months  (through  December  31,  1993). 

Effective  Date 

The  provision  is  effective  for  taxable  years  ending  after  June  30, 
1992. 

3.  Exclusion  for  Employer-Provided  Group  Legal  Services;  Tax  Ex- 
emption for  Qualified  Group  Legal  Services  Organizations  (Sec. 
2003  of  the  Bill  and  Sees.  120  and  501(c)(20)  of  the  Code) 

Present  Law 

Certain  amounts  contributed  by  an  employer  to  and  benefits  pro- 
vided under  a  qualified  group  legal  services  plan  are  excluded  from 
an  employee's  gross  income  and  wages  for  income  and  employment 
tax  purposes.  The  exclusion  is  limited  to  an  annual  premium  value 
of  $70.  The  exclusion  expires  after  June  30,  1992. 

Present  law  provides  tax-exempt  status  for  an  organization  the 
exclusive  function  of  which  is  to  provide  legal  services  or  indemni- 
fication against  the  cost  of  legal  services  as  part  of  a  qualified 
group  legal  services  plan.  The  tax  exemption  for  such  an  organiza- 
tion expires  after  June  30,  1992. 

Reasons  for  Change 

The  committee  believes  that  the  exclusion  for  employer-provided 
group  legal  services  and  the  tax  exemption  for  group  legal  services 
organizations  may  increase  the  access  of  taxpayers  to  basic  legal 
services. 

Although  there  is  inadequate  evidence  to  draw  an  unequivocal 
conclusion  that  the  favorable  tax  treatment  received  by  employer- 
provided  group  legal  services  is  justified  by  the  benefits  to  society 
of  increased  access  to  legal  services,  the  committee  believes  it  is  ap- 
propriate to  provide  for  a  temporary  extension  of  the  exclusion  and 
exemption  to  provide  the  opportunity  for  Congress  to  reevaluate 
the  value  of  the  exclusion  and  exemption. 
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Explanation  of  Provision 

Under  the  bill,  the  exclusion  from  income  for  employer-provided 
group  legal  services  and  the  tax  exemption  for  group  legal  services 
organizations  is  extended  for  18  months,  through  December  31, 
1993. 

Effective  Date 

The  provision  is  effective  for  taxable  years  ending  after  June  30, 
1992. 

4.  Excise  Tax  on  Certain  Vaccines  for  the  Vaccine  Injury  Compen- 
sation Trust  Fund  (Sec.  2004  of  the  bill  and  Sees.  4131  and  9510 
of  the  Code) 

Present  Law 

The  Vaccine  Injury  Compensation  Trust  Fund  (" Vaccine  Trust 
Fund")  provides  a  source  of  revenue  to  compensate  individuals  who 
are  injured  (or  die)  as  a  result  of  the  administration  of  certain  vac- 
cines: diphtheria,  pertussis,  and  tetanus  ("DPT");  diphtheria  and 
tetanus  ("DT");  measles,  mumps,  and  rubella  ("MMR");  and  polio. 
The  Vaccine  Trust  Fund  provides  the  funding  source  for  the  Na- 
tional Vaccine  Injury  Compensation  Program  ("Program"),  which 
provides  a  substitute.  Federal  "no-fault"  insurance  system  for  the 
State-law  tort  and  private  liability  insurance  systems  otherwise  ap- 
plicable to  vaccine  manufacturers. 

Under  the  Program,  all  persons  who  were  immunized  with  a  cov- 
ered vaccine  after  the  effective  date  of  the  Program,  October  1, 
1988,  are  prohibited  from  commencing  a  civil  action  in  State  court 
for  vaccine-related  damages  unless  they  first  file  a  petition  with 
the  United  States  Claims  Court,  where  such  petitions  are  assigned 
to  a  special  master  and  governed  by  streamlined  procedural  rules 
designed  to  expedite  the  proceedings.1  In  these  cases,  the  Federal 
Government  is  the  respondent  party  in  the  proceedings,  and  the 
claimant  generally  must  show  only  that  certain  medical  conditions 
(or  death)  followed  the  administration  of  a  covered  vaccine  and 
that  the  first  onset  of  symptoms  occurred  within  a  prescribed  time 
period.2  Compensation  under  the  Program  generally  is  limited  to 
actual  and  projected  unreimbursed  medical,  rehabilitative,  and  cus- 
todial expenses,  lost  earnings,  pain  and  suffering  (or,  in  the  event 
of  death,  a  recovery  for  the  estate)  up  to  $250,000,  and  reasonable 
attorney's  fees.3  Only  if  the  final  settlement  under  the  Program  is 


1  Persons  who  received  vaccines  before  the  Program's  effective  date  of  October  1,  1988  ("retro- 
spective cases")  also  may  be  eligible  for  compensation  under  the  Program  if  they  had  not  yet 
received  compensation  and  elected  to  file  a  petition  with  the  United  States  Claims  Court  on  or 
before  January  31,  1991.  Under  the  Program,  awards  in  retrospective  cases  are  somewhat  limit- 
ed compared  to  "prospective  cases"  (i.e.,  those  where  the  vaccine  was  administered  on  or  after 
October  1,  1988).  Awards  in  retrospective  cases  are  not  paid  out  of  the  Vaccine  Trust  Fund  but 
are  paid  out  of  funds  specially  authorized  by  Congress.  See  42  U.S.C.  sec.  300aa-15(i),  (j)  (appro- 
priating $80  million  for  fiscal  year  1989  and  for  each  subsequent  year). 

2  Compensation  may  not  be  awarded,  however,  if  there  is  a  preponderance  of  the  evidence 
that  the  claimant's  condition  or  death  resulted  from  factors  unrelated  to  the  vaccine  in  question. 

3  42  U.S.C.  sec.  300aa-15. 

The  committee  wishes  to  clarify  its  understanding  that  amounts  received  by  a  claimant  from 
the  Vaccine  Trust  Fund  constitute  damages  received  on  account  of  personal  injuries  or  sickness 
for  purposes  of  the  exclusion  from  gross  income  provided  by  the  general  rules  of  section 
104(a)(2). 
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rejected  may  the  claimant  proceed  with  a  civil  tort  action  in  the 
appropriate  State  court,  where  recovery  generally  will  be  governed 
by  State  tort  law  principles4,  subject  to  certain  limitations  and 
specifications  imposed  by  the  National  Childhood  Vaccine  Injury 

Act  of  1986.5 

The  Vaccine  Trust  Fund  is  funded  by  a  manufacturer's  excise 
tax  on  DPT,  DT,  MMR,  and  polio  vaccines  (and  any  other  vaccines 
used  to  prevent  these  diseases).  The  excise  tax  per  dose  is  $4.56  for 
DPT,  $0.06  for  DT,  $4.44  for  MMR,  and  $0.29  for  polio  vaccines. 

The  vaccine  excise  tax  will  expire  after  the  later  of:  (1)  December 
31,  1992;  or  (2)  the  date  on  which  the  Vaccine  Trust  Fund  revenues 
exceed  the  projected  liabilities  with  respect  to  compensable  injuries 
from  vaccines  administered  before  October  1,  1992.  Amounts  in  the 
Vaccine  Trust  Fund  are  available  for  the  payment  of  compensation 
under  the  Program  with  respect  to  vaccines  administered  after 
September  30,  1988,  and  before  October  1,  1992. 

Reasons  for  Change 

Congress  created  the  National  Vaccine  Injury  Compensation  Pro- 
gram as  part  of  the  National  Childhood  Vaccine  Injury  Act  of  1986, 
in  view  of  concerns  that  the  combination  of  significantly  higher 
prices  for  vaccines  and  uncertain  compensation  for  injuries  could 
result  in  reduced  compliance  with  the  nation's  childhood  immuni- 
zation efforts.  The  Program  became  effective  following  enactment 
of  a  Federal  funding  source.  This  funding  source  was  provided  by 
the  enactment  of  vaccine  excise  taxes  in  the  Omnibus  Budget  Rec- 
onciliation Act  of  1987,  with  the  excise  taxes  imposed  on  sales  of 
covered  vaccines  on  or  after  January  1,  1988.  The  Program  for  ad- 
ministering claims  became  effective  on  October  1,  1988,  but  was  not 
fully  operational  until  February  1,  1989. 6 

Because  data  on  the  administration  of  the  Program  and  the  Vac- 
cine Trust  Fund  are  only  beginning  to  be  collected,  it  is  appropri- 
ate to  extend  for  two  years  (i.e.,  through  December  31,  1994)  the 
present-law  vaccine  excise  taxes.  In  addition,  the  authorization  for 
compensation  to  be  paid  from  the  Vaccine  Trust  Fund  for  certain 
damages  resulting  from  vaccines  administered  after  September  30, 
1988,  and  before  October  1,  1992,  is  extended  for  two  years  (i.e.,  for 
vaccines  administered  before  October  1,  1994).  In  the  interim,  the 
Secretary  of  the  Treasury,  in  consultation  with  the  Secretary  of 
Health  and  Human  Services,  should  study  the  administration  of 
the  Program  and  Vaccine  Trust  Fund  to  determine  whether  addi- 


4  In  most  State  proceedings,  significant  issues  arise  whether  injuries  suffered  by  a  child  after 
immunization  were,  in  fact,  caused  by  the  vaccine  administered  and  whether  the  manufacturer 
was  at  fault  in  either  the  manufacture  or  marketing  of  the  vaccine. 

5  Title  III,  P.L.  99-660.  This  Act  preempts  State  tort  law  to  a  limited  extent  by  imposing  limits 
on  recovery  from  vaccine  manufacturers.  Among  the  limitations  are  a  prohibition  on  compensa- 
tion if  the  injury  or  death  resulted  from  side  effects  that  were  unavoidable;  a  presumption  that 
manufacturers  are  not  negligent  in  manufacturing  or  marketing  vaccines  if  they  complied,  in 
all  material  respects,  with  Federal  Food  and  Drug  Administration  requirements;  and  limits  on 
punitive  damage  awards. 

6  Several  procedural  aspects  of  the  Program  were  amended  by  section  6601  of  the  Omnibus 
Budget  Reconciliation  Act  of  1989.  To  date,  most  of  the  dispositions  under  the  Program  have 
involved  so-called  "retrospective  cases."  See  Mariner,  Wendy  K.,  "Innovation  and  Challenge: 
The  First  Year  of  the  National  Vaccine  Injury  Compensation  Program,"  May  1991,  report  pre- 
pared for  consideration  by  the  Administrative  Conference  of  the  United  States. 
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tional  vaccines  should  be  included  in  the  Program  or  other  modifi- 
cations (such  as  adjustments  to  the  excise  tax  rates)  are  warranted. 

Explanation  of  Provisions 
Extension  of  excise  tax  and  Program  funding 

The  present-law  excise  taxes  imposed  on  certain  vaccines  are  ex- 
tended for  two  years  (i.e.,  through  December  31,  1994).  Authoriza- 
tion for  compensation  to  be  paid  from  the  Vaccine  Trust  Fund  for 
certain  damages  resulting  from  vaccines  administered  after  Sep- 
tember 30,  1988,  and  before  October  1,  1992,  also  is  extended  for 
two  years  (i.e.,  for  vaccines  administered  after  September  30,  1988, 
and  before  October  1,  1994). 7 

Study 

In  addition,  the  Secretary  of  the  Treasury,  in  consultation  with 
the  Secretary  of  Health  and  Human  Services,  is  directed  to  conduct 
a  study  of:  (1)  the  estimated  amount  that  will  be  paid  from  the  Vac- 
cine Trust  Fund  with  respect  to  vaccines  administered  after  Sep- 
tember 30,  1988,  and  before  October  1,  1994;  (2)  the  rates  of  vaccine- 
related  injury  or  death  with  respect  to  various  types  of  vaccines;  (3) 
new  vaccines  and  immunization  practices  being  developed  or  used 
for  which  amounts  may  be  paid  from  the  Vaccine  Trust  Fund;  (4) 
whether  additional  vaccines  should  be  included  in  the  Program; 
and  (5)  the  appropriate  treatment  of  vaccines  produced  by  State 
governmental  entities.  The  Secretary  of  the  Treasury  must  submit 
a  report  detailing  his  findings  not  later  than  January  1,  1994,  to 
the  House  Committee  on  Ways  and  Means  and  the  Senate  Commit- 
tee on  Finance. 

Effective  Date 
The  provisions  are  effective  on  the  date  of  enactment. 

5.  Permanent  Extension  of  General  Fund  Transfer  to  Railroad 
Retirement  Tier  2  Fund  (Sec.  2005  of  the  Bill) 

Present  Law 

The  proceeds  from  the  income  taxation  of  railroad  retirement 
tier  2  benefits  are  transferred  from  the  general  fund  of  the  Treas- 
ury to  the  Railroad  Retirement  Account.  This  transfer  applies  only 
to  proceeds  from  the  taxation  of  benefits  which  have  been  received 
prior  to  October  1,  1992.  Proceeds  from  the  taxation  of  benefits  re- 
ceived after  this  date  remain  in  the  general  fund. 

Reasons  for  Change 

It  is  appropriate  to  make  permanent  the  transfer  of  funds  from 
the  general  fund  of  the  Treasury  to  the  Railroad  Retirement  Ac- 


7  The  committee  wishes  to  stress  its  intent  that  the  Secretary  of  the  Treasury  expeditiously 
(within  60  days  of  enactment)  adopt  rules  for  purposes  of  section  4221  for  determining  when 
exported  vaccines,  which  will  be  administered  to  individuals  not  eligible  for  compensation  under 
the  program,  are  not  subject  to  tax. 


36 


count  to  promote  the  ongoing  solvency  of  the  railroad  retirement 

system. 

Explanation  of  Provision 

The  transfer  of  proceeds  from  the  income  taxation  of  railroad  re- 
tirement tier  2  benefits  from  the  general  fund  of  the  Treasury  to 
the  Railroad  Retirement  Account  is  made  permanent. 

Effective  Date 
The  provision  is  effective  beginning  September  30,  1992. 

6.  Extend  Health  Insurance  Deduction  for  Self-Employed 
Individuals  (Sec.  2006  of  the  Bill  and  Sec.  162(1)  of  the  Code) 

Present  Law 

Under  present  law,  the  tax  treatment  of  health  insurance  ex- 
penses depends  on  whether  the  taxpayer  is  an  employee  and 
whether  the  taxpayer  is  covered  under  a  health  plan  paid  for  by 
the  employee's  employer.  An  employer's  contribution  to  a  plan  pro- 
viding accident  or  health  coverage  for  the  employee  and  the  em- 
ployee's spouse  and  dependents  is  excludable  from  an  employee's 
income.  In  addition,  businesses  can  generally  deduct,  as  an  employ- 
ee compensation  expense,  the  full  cost  of  any  health  insurance  cov- 
erage provided  for  their  employees.  The  exclusion  and  deduction 
are  generally  available  in  the  case  of  owners  of  the  business  who 
are  also  employees. 

In  the  case  of  self-employed  individuals  (i.e.,  sole  proprietors  or 
partners  in  a  partnership)  no  equivalent  exclusion  applies.  Howev- 
er, present  law  provides  a  deduction  for  25  percent  of  the  amount 
paid  for  health  insurance  for  a  self-employed  individual  and  the  in- 
dividual's spouse  and  dependents.  The  25-percent  deduction  is  also 
available  to  more  than  2-percent  shareholders  of  S  corporations. 
The  amount  of  expenses  in  excess  of  the  deductible  amount  can  be 
taken  into  account  in  determining  whether  the  individual  is  enti- 
tled to  a  medical  expense  deduction  (sec.  213).  Thus,  such  amounts 
are  deductible  to  the  extent  that,  when  combined  with  other  unre- 
imbursed medical  expenses,  they  exceed  7.5  percent  of  adjusted 
gross  income. 

Other  individuals  who  purchase  their  own  health  insurance  can 
deduct  their  insurance  premiums  only  to  the  extent  that  the  premi- 
ums, when  combined  with  other  unreimbursed  medical  expenses, 
exceed  7.5  percent  of  adjusted  gross  income. 

The  25-percent  deduction  is  scheduled  to  expire  for  taxable  years 
beginning  after  June  30,  1992.  In  the  case  of  years  beginning  in 
1992,  only  amounts  paid  before  July  1,  1992,  for  coverage  before 
July  1,  1992,  are  taken  into  account  in  determining  the  amount  of 
the  deduction. 

Reasons  For  Change 

The  25-percent  deduction  for  health  insurance  costs  of  self-em- 
ployed individuals  was  added  by  the  Tax  Reform  Act  of  1986  to 
reduce  the  disparity  between  the  tax  treatment  of  owners  of  incor- 
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porated  and  unincorporated  businesses  (e.g.,  partnerships  and  sole 
proprietorships).  The  provision  was  enacted  on  a  temporary  basis, 
and  has  been  extended  several  times  since  enactment. 

Given  the  short  time  before  the  25-percent  deduction  expires,  the 
committee  believes  that  it  is  appropriate  to  extend  the  25-percent 
deduction  again  on  a  temporary  basis.  The  provision  is  not  ex- 
tended for  a  longer  period  at  this  time  because  it  is  expected  that 
the  deduction  will  be  addressed  in  health  legislation  pending  before 
the  committee. 

Explanation  of  Provision 

The  bill  extends  the  25-percent  deduction  for  health  insurance 
expenses  of  self-employed  individuals  for  6  months  (through  De- 
cember 31,  1992). 

Effective  Date 

The  provision  is  effective  for  taxable  years  ending  after  June  30, 
1992. 

7.  Allocation  and  Apportionment  of  Research  Expenses  (Sees.  861- 

864  of  the  Code) 

Present  Law 

U.S.  persons  are  taxable  on  their  worldwide  income,  including 
their  foreign  income.  Foreign  source  taxable  income  equals  foreign 
source  gross  income  less  the  expenses,  losses  and  other  deductions 
properly  apportioned  or  allocated  to  that  income.  The  Internal  Rev- 
enue Code  generally  articulates  only  the  broad  principles  of  how 
expenses  reduce  U.S.  and  foreign  source  gross  income,  leaving  the 
Treasury  Department  to  provide  detailed  rules  for  the  task  of  allo- 
cating and  apportioning  expenses. 

Treasury  regulations  issued  in  1977  described  methods  for  allo- 
cating expenses  between  U.S.  and  foreign  source  income,  including 
rules  for  the  allocation  of  research  and  development  (R&D)  ex- 
penses. Upon  issuance  of  these  regulations,  a  significant  dispute  re- 
garding the  appropriate  allocation  of  R&D  expenses  developed  be- 
tween taxpayers  and  the  Treasury  Department.  This  unresolved 
dispute  between  taxpayers  and  the  Treasury  Department  precipi- 
tated Congressional  involvement  on  this  issue,  and  since  1981,  the 
R&D  allocation  regulations  have  been  subject  to  a  series  of  eight 
statutory  suspensions  and  temporary  modifications.  The  current 
temporary  statutory  provision  is  applicable  generally  for  the  first 
six  months  of  the  first  taxable  year  beginning  after  August  1,  1991, 
and  among  other  rules,  automatically  allocates  64  percent  of  U.S. 
performed  R&D  to  U.S.  source  income,  and  generally  permits  a 
greater  amount  of  taxable  income  to  be  classified  as  foreign  source 
than  under  the  1977  regulations.  This  will  increase  the  benefits  of 
the  foreign  tax  credit  to  many  taxpayers. 

On  June  24,  1992,  it  was  announced  that  the  Treasury  Depart- 
ment and  the  IRS  have  undertaken  a  review  of  the  R&D  allocation 
regulations,  and  that  in  light  of  this  review,  the  IRS  temporarily 
will  not  require  that  taxpayers  apply  those  regulations  (Rev.  Proc. 
92-56,  scheduled  to  appear  in  1992-28  I.R.B.,  July  13,  1992).  Accord- 
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ing  to  this  Revenue  Procedure,  taxpayers  would  not  be  required  to 
apply  the  R&D  allocation  regulations  with  respect  to  R&D  ex- 
penses incurred  during  what  would  ordinarily  be  an  18-month  tran- 
sition period — that  is,  the  last  six  months  of  the  taxpayer's  first 
taxable  year  beginning  after  August  1,  1991  and  the  immediately 
succeeding  taxable  year — provided  that  such  deductions  are  allocat- 
ed and  apportioned  in  accordance  with  a  method  based  on  the  tem- 
porary statutory  provision,  described  above,  applicable  generally 
for  the  first  six  months  of  the  first  taxable  year  beginning  after 
August  1,  1991.  The  Revenue  Procedure  states  that  this  transition 
method  is  not  intended  to  suggest  any  views  about  the  proper  allo- 
cation and  apportionment  of  R&D  expenses,  and  that  it  is  intended 
solely  to  provide  taxpayers  with  transition  relief  and  to  minimize 
audit  controversy  and  facilitate  business  planning  during  the  con- 
duct of  the  regulatory  review. 

Reasons  for  Change 

The  committee  believes  that  the  Treasury  Department  should 
now  resolve  this  controversy.  The  President's  Fiscal  Year  1993 
Budget  contains  a  proposal  to  provide  an  18-month  extension  of 
these  R&D  allocation  rules.  The  "General  Explanations  of  the 
President's  Budget  Proposals  Affecting  Receipts"  (January  1992),  in 
a  section  entitled  "Jobs  and  Investments,"  states  that  the  Adminis- 
tration believes  in  providing  tax  incentives  to  increase  the  perform- 
ance of  U.S.-based  research  activities.  Further,  the  Treasury  expla- 
nation states  that  by  enhancing  the  return  on  R&D  expenditures, 
the  proposal  encourages  the  growth  of  overall  R&D  activity  as  well 
as  the  location  of  such  research  within  the  United  States. 

Explanation  of  Provision 

The  committee  believes  that  the  Treasury  Department  has  broad 
authority  under  current  law  to  revise  the  current  R&D  allocation 
regulations.  Since  the  Administration  has  indicated  its  support  of 
an  allocation  system  that  provides  incentives  to  increase  the  per- 
formance of  U.S.-based  research  activities,  the  committee  expects, 
and  in  the  strongest  terms,  urges  the  Treasury  Department  to 
revise  its  permanent  regulations  in  a  manner  consistent  with  the 
Administration's  stated  objectives  and  proposals.  The  committee 
believes  that  such  a  revision  would  be  consistent  both  with  current 
law  regulatory  authority  and  with  the  stated  goals  of  the  Adminis- 
tration. 

The  committee  further  urges  the  Treasury  Department,  when  re- 
vising its  regulations,  to  take  into  consideration  that  taxpayers,  in 
appropriate  circumstances,  are  required  for  business  purposes  to 
conduct  significant  amounts  of  R&D  at  foreign  sites  and  should  not 
be  penalized  by  the  allocation  rules. 

Effective  Date 

The  committee  expects  and  requests  the  Treasury  Department  to 
issue  regulations  immediately,  to  be  effective  for  all  periods  after 
the  termination  of  the  current  temporary  rules. 
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Subtitle  B.  Real  Estate  Provisions 

1.  Modification  of  Passive  Loss  Rules  for  Certain  Real  Estate 
Persons  (sec.  2101  of  the  bill  and  sec.  469  of  the  Code) 

Present  Law 

The  passive  loss  rules  limit  deductions  and  credits  from  passive 
trade  or  business  activities.  Deductions  attributable  to  passive  ac- 
tivities, to  the  extent  they  exceed  income  from  passive  activities, 
generally  may  not  be  deducted  against  other  income,  such  as 
wages,  portfolio  income,  or  business  income  that  is  not  derived 
from  a  passive  activity.  Credits  from  passive  activities  may  not 
reduce  the  taxpayer's  tax  liability,  to  the  extent  such  credits 
exceed  regular  tax  liability  from  passive  activities.  Deductions  and 
credits  that  are  suspended  under  these  rules  are  carried  forward 
and  treated  as  deductions  and  credits  from  passive  activities  in  the 
next  year.  The  suspended  losses  from  a  passive  activity  are  allowed 
in  full  when  a  taxpayer  disposes  of  his  entire  interest  in  the  pas- 
sive activity  to  an  unrelated  person. 

The  passive  loss  rules  apply  to  individuals,  estates  and  trusts, 
closely  held  C  corporations,  and  personal  service  corporations.  A 
special  rule  permits  closely  held  C  corporations  to  apply  passive  ac- 
tivity losses  and  credits  against  active  business  income  (or  tax  li- 
ability allocable  thereto)  but  not  against  portfolio  income. 

Passive  activities  are  defined  to  include  trade  or  business  activi- 
ties in  which  the  taxpayer  does  not  materially  participate.  To  ma- 
terially participate  in  an  activity,  a  taxpayer  must  be  involved  in 
the  operations  of  the  activity  on  a  regular,  continuous,  and  sub- 
stantial basis.  Except  as  provided  in  regulations,  a  taxpayer  is 
treated  as  not  materially  participating  in  an  activity  held  through 
a  limited  partnership  interest. 1 

Rental  activities  (including  rental  real  estate  activities)  are  also 
treated  as  passive  activities,  regardless  of  the  level  of  the  taxpay- 
er's participation.  In  general,  rental  activities  cannot  be  treated  as 
part  of  a  larger  activity  that  includes  nonrental  activities.  A  spe- 
cial rule  permits  the  deduction  of  up  to  $25,000  of  losses  from 
rental  real  estate  activities  (even  though  they  are  considered  pas- 
sive), if  the  taxpayer  actively  participates  in  them.  This  $25,000 
amount  is  allowed  for  taxpayers  with  adjusted  gross  incomes  of 
$100,000  or  less,  and  is  phased  out  for  taxpayers  with  adjusted 
gross  incomes  between  $100,000  and  $150,000.  Active  participation 
is  a  lesser  standard  of  involvement  than  material  participation.  A 
taxpayer  is  treated  as  actively  participating  if,  for  example,  he  par- 
ticipates, in  a  significant  and  bona  fide  sense,  in  the  making  of 
management  decisions  or  arranging  for  others  to  provide  services 
(such  as  repairs).  The  active  participation  standard  is  not  satisfied, 
however,  if  the  taxpayer's  interest  is  less  than  10  percent  (by  value) 
of  all  interests  in  the  activity.  A  taxpayer  generally  is  deemed  not 


1  Treas.  Reg.  section  1.469-5T(e)  provides  exceptions  to  this  general  rule  for  limited  partner- 
ship interests  in  certain  circumstances,  including  the  circumstance  where  an  individual  taxpay- 
er is  both  a  general  and  a  limited  partner,  or  where  the  taxpayer  meets  certain  of  the  material 
participation  tests  (including  the  500  hour  test)  applicable  to  persons  other  than  limited  part- 
ners. 
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to  satisfy  the  active  participation  standard  with  respect  to  property 
he  holds  through  a  limited  partnership  interest. 

If  the  taxpayer  has  suspended  losses  from  a  former  passive  activ- 
ity (an  activity  that  is  not  a  passive  activity  for  the  current  taxable 
year  but  was  a  passive  activity  for  the  taxable  year  in  which  the 
loss  arose),  the  losses  are  offset  against  the  income  from  such  activ- 
ity for  the  taxable  year,  and  any  excess  after  the  offset  continues  to 
be  treated  as  a  loss  from  a  passive  activity. 

Reasons  for  Change 

The  committee  considers  it  unfair  that  a  person  who  performs 
personal  services  in  a  real  estate  trade  or  business  in  which  he  ma- 
terially participates  may  not  offset  losses  from  rental  real  estate 
activities  against  income  from  nonrental  real  estate  activities  or 
against  other  types  of  income  such  as  portfolio  investment  income. 
The  committee  bill  modifies  the  passive  loss  rule  to  alleviate  this 
unfairness. 

Explanation  of  Provision 

The  provision  treats  a  taxpayer's  rental  real  estate  activities  in 
which  he  materially  participates  as  not  subject  to  limitation  under 
the  passive  loss  rule  if  the  taxpayer  meets  eligibility  requirements 
relating  to  real  property  trades  or  businesses  in  which  the  taxpayer 
performs  services.  Whether  a  taxpayer  materially  participates  in 
his  rental  real  estate  activities  is  determined  as  if  each  interest  of 
the  taxpayer  in  rental  real  estate  is  a  separate  activity,  unless  the 
taxpayer  elects  to  treat  all  interests  in  rental  real  estate  as  one  ac- 
tivity. The  provision  applies  to  individuals  and  closely  held  C  corpo- 
rations. 

Real  property  trade  or  business  means  any  real  property  develop- 
ment, redevelopment,  construction,  reconstruction,  acquisition,  con- 
version, rental,  operation,  management,  leasing,  or  brokerage  trade 
or  business. 

An  individual  taxpayer  meets  the  eligibility  requirements  if 
more  than  half  of  the  personal  services  the  taxpayer  performs  in  a 
trade  or  business  are  in  real  property  trades  or  businesses  in  which 
he  materially  participates. 

In  the  case  of  a  joint  return,  it  is  intended  that  each  spouse's  per- 
sonal services  are  taken  into  account  separately.  In  determining 
material  participation,  however,  the  provision  does  not  change  the 
present-law  rule  (sec.  469(h)(5))  that  the  participation  of  the  spouse 
of  the  taxpayer  is  taken  into  account.  Thus,  for  example,  a  hus- 
band and  wife  filing  a  joint  return  meet  the  eligibility  require- 
ments of  the  provision  if  during  the  taxable  year  one  spouse  per- 
forms at  least  half  of  his  or  her  business  services  in  a  real  estate 
trade  or  business  in  which  either  spouse  materially  participates. 
The  couple  does  not  fail  the  eligibility  requirements  if  less  than 
half  their  business  services,  taken  together,  are  performed  in  real 
estate  trades  or  businesses  in  which  either  of  them  materially  par- 
ticipates, provided  that  more  than  half  of  one  spouse's  business 
services  qualify. 

Personal  services  performed  as  an  employee  are  not  treated  as 
performed  in  a  real  estate  trade  or  business  unless  the  person  per- 
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forming  services  has  more  than  a  5  percent  ownership  interest  in 
the  employer  (within  the  meaning  of  sec.  416(i)(l)(B)). 

A  closely  held  C  corporation  meets  the  eligibility  requirements  if 
more  than  50  percent  of  its  gross  receipts  for  the  taxable  year  are 
derived  from  real  property  trades  or  businesses  in  which  the  corpo- 
ration materially  participates  (within  the  meaning  of  sec.  469(h)(4)). 

Material  participation  has  the  same  meaning  as  under  present 
law.  Thus,  as  under  present  law,  except  as  provided  in  regulations, 
no  interest  as  a  limited  partner  in  a  limited  partnership  is  treated 
as  an  interest  with  respect  to  which  the  taxpayer  materially  par- 
ticipates. The  election  permitting  the  taxpayer  to  aggregate  his 
rental  real  estate  activities  for  purposes  of  determining  whether 
such  activities  are  treated  as  not  passive  under  the  provision  is  not 
intended  to  alter  present  law  with  respect  to  material  participation 
through  limited  partnership  interests. 

Suspended  losses  from  any  rental  real  property  activity  that  is 
treated  as  not  passive  by  reason  of  the  provision  are  treated  as 
losses  from  a  former  passive  activity.  Thus,  such  suspended  losses 
are  limited  to  income  from  the  activity,  and  are  not  allowed  to 
offset  other  income.  When  the  taxpayer  disposes  of  his  entire  inter- 
est in  the  activity  in  a  fully  taxable  transaction  with  an  unrelated 
party,  any  remaining  suspended  losses  allocable  to  the  activity  are 
allowed  in  full. 

Modified  adjusted  gross  income  is  determined  without  regard  to 
any  loss  allowable  by  reason  of  this  provision,  for  purposes  of  the 
present-law  $25,000  allowance  of  losses  and  deduction-equivalent 
credits  from  certain  rental  activities. 

Effective  Date 

The  provision  is  effective  with  respect  to  taxable  years  beginning 
after  December  31,  1991. 

2.  Changes  Relating  to  Real  Estate  Investments  by  Pension  Funds 

and  Others 

a.  Modification  of  the  rules  related  to  debt-finance  income  (Sec.  2111 
of  the  bill  and  Sec.  514  of  the  Code) 

Present  Law 

In  general,  a  qualified  pension  trust  or  an  organization  that  is 
otherwise  exempt  from  Federal  income  tax  is  taxed  on  any  income 
from  a  trade  or  business  that  is  unrelated  to  the  organization's 
exempt  purposes  (Unrelated  Business  Taxable  Income  or  "UBTI") 
(sec.  511).  Certain  types  of  income,  including  rents,  royalties,  divi- 
dends, and  interest  are  excluded  from  UBTI,  except  when  such 
income  is  derived  from  "debt-financed  property."  Income  from 
debt-financed  property  generally  is  treated  as  UBTI  in  proportion 
to  the  amount  of  debt  financing  (sec.  514(a)). 

An  exception  to  the  rule  treating  income  from  debt-financed 
property  as  UBTI  is  available  to  pension  trusts,  educational  institu- 
tions, and  certain  other  exempt  organizations  (collectively  referred 
to  as  "qualified  organizations")  that  make  debt-financed  invest- 
ments in  real  property  (sec.  514(c)(9)(A)).  Under  this  exception, 
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income  from  investments  in  real  property  is  not  treated  as  income 
from  debt-financed  property.  Mortgages  are  not  considered  real 
property  for  purposes  of  the  exception. 

The  real  property  exception  to  the  debt-financed  property  rules  is 
available  for  investments  in  debt-financed  property,  only  if  the  fol- 
lowing six  restrictions  are  satisfied:  (1)  the  purchase  price  of  the 
real  property  is  a  fixed  amount  determined  as  of  the  date  of  the 
acquisition  (the  "fixed  price  restriction");  (2)  the  amount  of  the  in- 
debtedness or  any  amount  payable  with  respect  to  the  indebted- 
ness, or  the  time  for  making  any  payment  of  any  such  amount,  is 
not  dependent  (in  whole  or  in  part)  upon  revenues,  income,  or  prof- 
its derived  from  the  property  (the  '  'participating  loan  restriction"); 
(3)  the  property  is  not  leased  by  the  qualified  organization  to  the 
seller  or  to  a  person  related  to  the  seller  (the  'leaseback  restric- 
tion"); (4)  in  the  case  of  a  pension  trust,  the  seller  or  lessee  of  the 
property  is  not  a  disqualified  person  (the  "disqualified  person  re- 
striction"); (5)  the  seller  or  a  person  related  to  the  seller  (or  a 
person  related  to  the  plan  with  respect  to  which  a  pension  trust 
was  formed)  is  not  providing  financing  in  connection  with  the  ac- 
quisition of  the  property  (the  "seller-financing  restriction");  and  (6) 
if  the  investment  in  the  property  is  held  through  a  partnership, 
certain  additional  requirements  are  satisfied  by  the  partnership 
(the  "partnership  restrictions")  (sec.  514(c)(9)(B)(i)  through  (vi)). 

Reasons  for  Change 

Modifications  to  the  debt-financed  income  rules  are  desirable  to 
permit  qualified  organizations  to  make  debt-financed  investments 
in  real  property  on  commercially  reasonable  terms  in  circum- 
stances where  there  is  not  believed  to  be  a  potential  for  abuse. 

Explanation  of  Provision 
Relaxation  of  the  leaseback  and  disqualified  person  restrictions 

The  bill  relaxes  the  leaseback  and  disqualified  person  restrictions 
to  permit  a  limited  leaseback  of  debt-financed  real  property  to  the 
seller  (or  a  person  related  to  the  seller)  or  to  a  disqualified  person. 1 
The  exception  applies  only  where  (1)  no  more  than  25  percent  of 
the  leasable  floor  space  in  a  building  is  leased  back  to  the  seller  (or 
related  party)  or  to  the  disqualified  person,  and  (2)  the  lease  is  on 
commercially  reasonable  terms. 

Relaxation  of  the  seller-financing  restriction 

The  bill  relaxes  the  seller-financing  restriction  to  permit  seller  fi- 
nancing on  terms  that  are  commercially  reasonable.  The  bill  grants 
authority  to  the  Treasury  Department  to  issue  regulations  for  the 
purpose  of  determining  commercially  reasonable  financing  terms. 

The  bill  does  not  modify  the  present-law  fixed  price  and  partici- 
pating loan  restrictions.  Thus,  for  example,  income  from  real  prop- 
erty acquired  with  financing  where  the  timing  or  amount  of  pay- 
ment is  based  on  revenue,  income,  or  profits  from  the  property  gen- 


1  As  under  present  law,  a  leaseback  to  a  disqualified  person  remains  subject  to  the  prohibited 
transaction  rules  set  forth  in  section  4975. 
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erally  will  continue  to  be  treated  as  income  from  debt-financed 
property,  unless  some  other  exception  applies. 

Relaxation  of  the  fixed  price  and  participating  loan  restriction  for 
property  foreclosed  on  by  financial  institutions 

The  bill  relaxes  the  fixed  price  and  participating  loan  restric- 
tions for  certain  sales  of  real  property  foreclosed  upon  by  financial 
institutions.2  The  relaxation  of  these  rules  is  limited  to  cases 
where:  (1)  a  qualified  organization  acquires  the  property  from  a  fi- 
nancial institution  that  acquired  the  real  property  by  foreclosure 
(or  after  an  actual  or  imminent  default),  or  was  held  by  the  finan- 
cial institution  at  the  time  that  it  entered  into  conservatorship  or 
receivership;  (2)  the  property  is  not  a  capital  asset  of  the  financial 
institution;  (3)  the  stated  principal  amount  of  the  seller  financing 
does  not  exceed  the  financial  institution's  outstanding  indebtedness 
(including  accrued  but  unpaid  interest)  with  respect  to  the  property 
at  the  time  of  foreclosure;  and  (4)  the  value  of  any  participation 
feature  at  the  time  of  sale  does  not  exceed  30  percent  of  the  value 
of  the  property. 

The  bill  grants  authority  to  the  Treasury  Department  to  issue 
regulations  for  the  purpose  of  clarifying  these  limitations.  In  par- 
ticular, these  regulations  are  expected  to  establish  standards  for 
determining  what  constitutes  a  participation  feature  and  how  to 
determine  whether  the  value  of  a  participation  feature  at  the  time 
of  sale  exceeds  25  percent  of  the  value  of  the  property.  For  exam- 
ple, a  participation  feature  that  provides  the  seller  with  less  than  a 
25  percent  interest  in  net  proceeds,  net  income,  or  gain  on  sale  of 
the  property  is  expected  to  be  valued  at  less  than  25  percent  of  the 
value  of  the  property. 

Elimination  of  the  section  51Jf.(c)(9)(B)  restrictions  for  investments 
through  certain  large  partnerships 

The  bill  eliminates  the  six  section  514(c)(9)(B)  restrictions  for 
qualified  organizations  that  invest  in  real  property  through  certain 
"large"  partnerships. 

A  "large"  partnership  is  a  partnership  having  at  least  250  part- 
ners that  satisfies  the  following  three  tests:  (1)  interests  in  the  part- 
nership are  registered  with  the  Securities  and  Exchange  Commis- 
sion; (2)  a  significant  percentage  (at  least  50  percent)  of  each  class 
of  interests  is  owned  by  taxable  individuals;  and  (3)  a  principal  pur- 
pose of  the  partnership  allocations  is  not  tax  avoidance.  Partner- 
ship interests  that  are  subject  to  the  same  terms  are  considered  to 
be  in  the  same  class,  regardless  of  whether  the  interests  are  subject 
to  different  ownership  restrictions  (a  partnership  can  therefore 
monitor  the  50-percent  ownership  restriction  by  requiring  that  des- 
ignated interests  be  held  only  by  taxable  persons). 

Effective  Date 

The  provision  is  effective  for  acquisitions  on  or  after  June  25, 
1992. 


2  For  this  purpose,  financial  institutions  include  financial  institutions  in  conservatorship  or 
receivership  and  certain  affiliates  of  financial  institutions. 
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b.  Repeal  of  the  automatic  UBTI  rule  for  publicly-traded  partner- 

ships (sec.  2112  of  the  bill  and  sec.  512(c)  of  the  Code) 

Present  Law 

In  general,  the  character  of  a  partner's  distributive  share  of  part- 
nership income  is  the  same  as  if  the  income  had  been  directly  real- 
ized by  the  partner.  Thus,  whether  a  tax-exempt  organization's 
share  of  income  from  a  partnership  (other  than  from  a  publicly- 
traded  partnership)  is  treated  as  unrelated  business  income  de- 
pends on  the  underlying  character  of  the  income  (sec.  512(c)(1)). 

However,  a  tax-exempt  organization's  distributive  share  of  gross 
income  from  a  publicly-traded  partnership  (that  is  not  otherwise 
treated  as  a  corporation)  automatically  is  treated  as  UBTI  (sec. 
512(c)(2)(A)).  The  organization's  share  of  the  partnership  deductions 
is  allowed  in  computing  the  organization's  taxable  unrelated  busi- 
ness income  (sec.  512(c)(2)(B)). 

Reasons  for  Change 

The  automatic  UBTI  rule  effectively  prevents  pension  funds  and 
other  tax-exempt  organizations  from  investing  in  publicly-traded 
partnerships.  These  investors  can  provide  a  valuable  source  of  cap- 
ital that  should  be  available  to  publicly-traded  partnerships. 

Explanation  of  Provision 

The  bill  repeals  the  rule  that  automatically  treats  income  from 
publicly-traded  partnerships  as  UBTI.  Thus,  under  the  provision, 
investments  in  publicly-traded  partnerships  are  treated  the  same 
as  investments  in  other  partnerships  for  purposes  of  the  UBTI 
rules. 

Effective  Date 

The  provision  is  effective  for  partnership  interests  acquired  on  or 
after  June  25,  1992. 

c.  Permit  title-holding  companies  to  receive  small  amounts  of  UBTI 

(sec.  2113  of  the  bill  and  sees.  501(c)(2)  and  (c)(25)  of  the  Code) 

Present  Law 

Section  501(c)(2)  provides  tax-exempt  status  to  certain  corpora- 
tions organized  for  the  exclusive  purpose  of  holding  title  to  proper- 
ty and  turning  over  any  income  from  the  property  to  one  or  more 
related  tax-exempt  organizations.  Section  501(c)(25)  provides  tax- 
exempt  status  to  certain  corporations  and  trusts  that  are  organized 
for  the  exclusive  purposes  of  acquiring  and  holding  title  to  real 
property,  collecting  income  from  such  property,  and  remitting  the 
income  therefrom  to  no  more  than  35  shareholders  or  beneficiaries 
that  are:  (1)  qualified  pension,  profit-sharing,  or  stock  bonus  plans 
(sec.  401(a));  (2)  governmental  pension  plans  (sec.  414(d));  (3)  the 
United  States,  a  State  or  political  subdivision,  or  governmental 
agencies  or  instrumentalities;  or  (4)  tax-exempt  charitable,  educa- 
tional, religious,  or  other  organizations  described  in  section 
501(c)(3).  However,  the  IRS  has  taken  the  position  that  a  title-hold- 
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ing  company  described  in  section  501(c)(2)  or  501(c)(25)  will  lose  its 
tax-exempt  status  if  it  generates  any  amount  of  UBTL3 

Reasons  for  Change 

Typical  investments  of  section  501(c)(2)  and  (c)(25)  corporations 
include  shopping  centers,  office  buildings,  and  apartment  buildings. 
These  real  estate  investments  typically  generate  rental  income, 
which  is  not  considered  UBTI,  but  occasionally  generate  small 
amounts  of  UBTI  (e.g.,  money  collected  from  laundry  machine  of- 
fered to  tenants,  or  from  vending  machines  offered  as  a  conven- 
ience to  the  patrons  of  a  shopping  center). 

A  section  501(c)(2)  or  (c)(25)  organization  should  not  lose  it  ex- 
emption merely  because  it  receives  small  amounts  of  UBTI  that 
are  incidentally  derived  from  the  holding  of  real  property. 

Explanation  of  Provision 

The  bill  permits  a  title-holding  company  that  is  exempt  from  tax 
under  sections  501(c)(2)  or  501(c)(25)  to  receive  UBTI  up  to  10  per- 
cent of  its  gross  income  for  the  taxable  year,  provided  that  the 
UBTI  is  incidentally  derived  from  the  holding  of  real  property.  For 
example,  income  generated  from  parking  or  operating  vending  ma- 
chines located  on  real  property  owned  by  a  title-holding  company 
generally  would  qualify  for  the  10-percent  de  minimis  rule,  while 
income  derived  from  an  activity  that  is  not  incidental  to  the  hold- 
ing of  real  property  (e.g.,  manufacturing)  would  not  qualify.  In 
cases  where  unrelated  income  is  incidentally  derived  from  the  hold- 
ing of  real  property,  receipt  by  a  title-holding  company  of  such 
income  (up  to  the  10-percent  limit)  will  not  jeopardize  the  title- 
holding  company's  tax-exempt  status,  but  nonetheless,  will  be  sub- 
ject to  tax  as  UBTI. 

In  addition,  the  bill  provides  that  a  section  501(c)(2)  or  501(c)(25) 
title-holding  company  will  not  lose  its  tax-exempt  status  if  UBTI 
that  is  incidentally  derived  from  the  holding  of  real  property  ex- 
ceeds the  10-percent  limitation,  provided  that  the  title-holding  com- 
pany establishes  to  the  satisfaction  of  the  Secretary  of  the  Treas- 
ury that  the  receipt  of  UBTI  in  excess  of  the  10-percent  limitation 
was  inadvertent  and  reasonable  steps  are  being  taken  to  correct 
the  circumstances  giving  rise  to  such  excess  UBTL 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1991. 

d.  Exclusion  from  UBTI  any  gains  from  the  disposition  of  property 
acquired  from  financial  institutions  in  conservatorships  or  re- 
ceiverships (sec.  2114  of  the  bill  and  sec.  512(b)  of  the  Code) 

Present  Law 

In  general,  gains  or  losses  from  the  sale,  exchange  or  other  dispo- 
sition of  property  are  excluded  from  UBTI  (sec.  512(b)(5)).  However, 


3  IRS  Notice  88-121,  1988-2  C.B.  457.  See  also  Treas.  Reg.  sec.  1.501(c)(2)-l(a). 
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gains  or  losses  from  the  sale,  exchange  or  other  disposition  of  prop- 
erty held  primarily  for  sale  to  customers  in  the  ordinary  course  of 
a  trade  or  business  are  not  excluded  from  UBTI  (the  "dealer  UBTI 

rule")  (sec.  512(b)(5)(B)). 

Reasons  for  Change 

Real  property  that  is  owned  by  troubled  financial  institutions 
often  is  sold  in  bundled  packages.  This  enables  the  financial  insti- 
tution to  dispose  of  the  less  desirable  properties  together  with  the 
more  desirable  properties.  It  also  allows  institutions  with  large 
portfolios  of  properties  to  pass  on  to  purchasers  some  of  the  burden 
of  an  orderly  liquidation  of  the  properties. 

The  dealer  UBTI  rule  effectively  discourages  pension  funds  and 
other  tax-exempt  organizations  from  investing  in  the  properties 
bundled  together  by  troubled  financial  institutions.  These  investors 
can  provide  a  valuable  source  of  capital  that  should  be  available  to 
purchase  these  bundled  properties. 

Explanation  of  Provision 

The  bill  provides  an  exception  to  the  dealer  UBTI  rule  by  exclud- 
ing gains  from  the  sale,  exchange  or  other  disposition  of  certain 
real  property  and  mortgages  acquired  from  financial  institutions 
that  are  in  conservatorship  or  receivership.  Only  real  property  and 
mortgages  owned  by  a  financial  institution  (or  that  was  security  for 
a  loan  extended  by  the  financial  institution)  at  the  time  that  the 
institution  entered  conservatorship  or  receivership  are  eligible  for 
the  exception. 

The  exclusion  is  limited  to  properties  designated  as  disposal 
property  within  six  months  of  acquisition,  and  disposed  of  within 
two-and-a-half  years  of  acquisition.  The  two-and-a-half  year  disposi- 
tion period  may  be  extended  by  the  Secretary  if  an  extension  is 
necessary  for  the  orderly  liquidation  of  the  property.  No  more  than 
one-third  by  value  of  properties  acquired  in  a  single  transaction 
may  be  designated  as  disposal  property. 

The  exclusion  is  not  available  for  properties  that  are  developed 
in  any  significant  manner  (thus,  for  example,  property  that  is  de- 
veloped by  the  securing  of  zoning  permits  is  not  eligible  for  the  ex- 
ception). 

Effective  Date 

The  provision  is  effective  for  property  acquired  on  or  after  June 
25,  1992. 

e.  Exclusion  of  loan  commitment  fees  and  certain  option  premiums 
from  UBTI  (sec.  2115  of  the  bill  and  sec.  512(b)  of  the  Code) 

Present  Law 

Income  from  a  trade  or  business  that  is  unrelated  to  an  exempt 
organization's  purpose  generally  is  UBTI.  Passive  income  such  as 
dividends,  interest,  royalties,  and  gains  or  losses  from  the  sale,  ex- 
change or  other  disposition  of  property  generally  is  excluded  from 
UBTI  (sec.  512(b)).  In  addition,  gains  on  the  lapse  or  termination  of 


47 


options  on  securities  are  explicitly  exempted  from  UBTI  (sec. 
512(b)(5). 

Present  law  is  unclear  on  whether  loan  commitment  fees  and 
premiums  from  unexercised  options  on  real  estate  are  UBTI. 

Reasons  for  Change 

The  committee  believes  that  taxing  loan  commitment  fees  and 
premiums  from  unexercised  options  on  real  estate  is  inconsistent 
with  the  generally  tax-free  treatment  accorded  to  exempt  organiza- 
tions' income  from  investment  activities. 

Explanation  of  Provision 

The  bill  provides  that  loan  commitment  fees  and  premiums  from 
unexercised  options  on  real  estate  are  excluded  from  UBTI.  For 
purposes  of  this  provision,  loan  commitment  fees  are  non-refund- 
able charges  made  by  a  lender  to  reserve  a  sum  of  money  with 
fixed  terms  for  a  specified  period  of  time.  These  charges  are  to  com- 
pensate the  lender  for  the  risk  inherent  in  committing  to  make  the 
loan  (e.g.,  for  the  lender's  exposure  to  interest  rate  changes  and  for 
potential  lost  opportunities). 

Effective  Date 

The  provision  is  effective  for  premiums  or  loan  commitment  fees 
that  are  received  on  or  after  June  25,  1992. 

f.  Relaxation  of  limitations  on  investments  in  real  estate  investment 
trusts  by  pension  funds  (sec.  2116  of  the  bill  and  sec.  856(h)  of 
the  Code) 

Present  Law 

A  real  estate  investment  trust  ("REIT")  is  not  taxed  on  income 
distributed  to  shareholders.  A  corporation  does  not  qualify  as  a 
REIT  if  at  any  time  during  the  last  half  of  its  taxable  year  more 
than  50  percent  in  value  of  its  outstanding  stock  is  owned,  directly 
or  indirectly,  by  five  or  fewer  individuals  ("the  five  or  fewer  rule"). 
A  domestic  pension  trust  is  treated  as  a  single  individual  for  pur- 
poses of  this  rule. 

Dividends  paid  by  a  REIT  are  not  UBTI,4  unless  the  stock  in  the 
REIT  is  debt-financed.  Depending  on  its  character,  income  earned 
by  a  partnership  may  be  UBTI  (sec.  512(c)).  Special  rules  treat  debt- 
financed  income  earned  by  a  partnership  as  UBTI  (sec. 
514(c)(9)(B)(vi)). 

Reasons  for  Change 

Relaxation  of  the  five  or  fewer  rule  is  believed  appropriate  to  en- 
courage pension  fund  investment  in  REITs.  Such  investment,  how- 
ever, may  permit  circumvention  of  the  UBIT.  Accordingly,  in  cer- 
tain circumstances,  UBIT  is  imposed  on  a  pension  trust  holding 
shares  in  a  REIT  if  direct  ownership  of  the  REIT  assets  by  the  pen- 
sion trust  would  have  resulted  in  UBIT. 


4  See  Rev.  Rul.  66-151,  1966-1  C.B.  151. 
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Explanation  of  Provision 

Qualification  as  a  REIT 

The  bill  provides  that  a  pension  trust  generally  is  not  treated  as 
a  single  individual  for  purposes  of  the  five-or-fewer  rule.  Rather, 
the  bill  treats  beneficiaries  of  the  pension  trust  as  holding  stock  in 
the  REIT  in  proportion  to  their  actuarial  interests  in  the  trust. 
This  rule  does  not  apply  if  disqualified  persons,  within  the  meaning 
of  section  4975(e)(2)  (other  than  by  reason  of  subparagraphs  (B)  and 
(I)),  together  own  five  percent  or  more  of  the  value  of  the  REIT 
stock  and  the  REIT  has  earnings  and  profits  attributable  to  a 
period  during  which  it  did  not  qualify  as  a  REIT.5 

In  addition,  the  bill  provides  that  a  REIT  cannot  be  a  personal 
holding  company  and,  therefore,  is  not  subject  to  the  personal  hold- 
ing company  tax  on  its  undistributed  income. 

Unrelated  business  taxable  income 

Under  the  bill,  certain  pension  trusts  owning  more  than  10  per- 
cent of  a  REIT  must  treat  a  percentage  of  dividends  from  the  REIT 
as  UBTL  This  percentage  is  the  gross  income  derived  from  an  un- 
related trade  or  business  (determined  as  if  the  REIT  were  a  pen- 
sion trust)  divided  by  the  gross  income  of  the  REIT  for  the  year  in 
which  the  dividends  are  paid.  Dividends  are  not  treated  as  UBTI, 
however,  unless  this  percentage  is  at  least  five  percent. 

The  UBTI  rule  applies  only  if  the  REIT  qualifies  as  a  REIT  by 
reason  of  the  above  modification  of  the  five  or  fewer  rule.  More- 
over, the  UBTI  rule  applies  only  if  (1)  one  pension  trust  owns  more 
than  25  percent  of  the  value  of  the  REIT,  or  (2)  a  group  of  pension 
trusts  individually  holding  more  than  10  percent  of  the  value  of  the 
REIT  collectively  own  more  than  50  percent  of  the  value  of  the 
REIT. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 

Subtitle  C.  Minimum  Tax  Modifications 

1.  Contributions  of  Appreciated  Property  for  AMT  Purposes  (Sec. 
2201  of  the  Bill  and  Sec.  57(a)(6)  of  the  Code) 

Present  Law 
Donations  of  appreciated  property 

In  computing  taxable  income,  a  taxpayer  who  itemizes  deduc- 
tions generally  is  allowed  to  deduct  the  fair-market  value  of  prop- 
erty contributed  to  a  charitable  organization. 1  However,  in  the  case 


5  Moreover,  as  under  present  law,  any  investment  by  a  pension  trust  must  be  in  accordance 
with  the  fiduciary  rules  of  the  Employee  Retirement  Security  Act  ("'ERISA")  and  the  prohibited 
transaction  rules  of  the  Code  and  ERISA. 

1  The  amount  of  the  deduction  allowable  for  a  taxable  year  with  respect  to  a  charitable  contri- 
bution may  be  reduced  depending  on  the  type  of  property  contributed,  the  type  of  charitable 
organization  to  which  the  property  is  contributed,  and  the  income  of  the  taxpayer  (sees.  17(Xbj 
and  17(Xej). 
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of  a  charitable  contribution  of  inventory  or  other  ordinary-income 
property,  short-term  capital  gain  property,  or  certain  gifts  to  pri- 
vate foundations,  the  amount  of  the  deduction  is  limited  to  the  tax- 
payer's basis  in  the  property.2  In  the  case  of  a  charitable  contribu- 
tion of  tangible  personal  property,  a  taxpayer's  deduction  is  limited 
to  the  adjusted  basis  in  such  property  if  the  use  by  the  recipient 
charitable  organization  is  unrelated  to  the  organization's  tax- 
exempt  purpose  (sec.  170(e)(l)(B)(i)). 

For  purposes  of  computing  alternative  minimum  taxable  income 
(AMTI),  the  deduction  for  charitable  contributions  of  capital  gain 
property  (real,  personal,  or  intangible)  is  disallowed  to  the  extent 
that  the  fair-market  value  of  the  property  exceeds  its  adjusted 
basis  (sec.  57(a)(6)).  However,  in  the  case  of  a  contribution  made  in 
a  taxable  year  beginning  in  1991  or  made  before  July  1,  1992,  in  a 
taxable  year  beginning  in  1992,  this  rule  does  not  apply  to  contri- 
butions of  tangible  personal  property. 

Valuation  procedures 

Present  law  and  current  IRS  practice  does  not  provide  for  a  pro- 
cedure by  which  taxpayers  may  seek  determination  of  the  IRS'  po- 
sition with  respect  to  the  value  of  property  prior  to  the  taxpayer 
donating  the  property  to  a  charitable  organization.  However,  if  a 
taxpayer  claims  a  charitable  contribution  deduction  for  a  noncash 
gift  in  excess  of  $5,000  per  item  or  group  of  similar  items  (other 
than  certain  publicly  traded  securities),  the  taxpayer  must  attach 
to  his  income  tax  return  a  separate  form  (Form  8283),  which  pro- 
vides specific  information  on  the  donated  property  and  which  is 
signed  by  a  qualified  appraiser.3 

Sponsorship  payments  received  by  tax-exempt  organizations 

Although  exempt  from  Federal  income  tax,  tax-exempt  organiza- 
tions generally  are  subject  to  the  unrelated  business  income  tax 
(UBIT)  on  income  derived  from  a  trade  or  business  regularly  car- 
ried on  4  that  is  not  substantially  related  to  the  performance  of  the 
organization's  tax-exempt  functions  (sees.  511-514).  Contributions 
or  gifts  received  by  tax-exempt  organizations  generally  are  not  sub- 
ject to  the  UBIT.  However,  present-law  section  513(c)  provides  that 
an  activity  (such  as  advertising)  does  not  lose  its  identity  as  a  sepa- 
rate trade  or  business  merely  because  it  is  carried  on  within  a 


2  Section  170(e)(3)  provides  an  augmented  deduction  for  certain  corporate  contributions  of  in- 
ventory property  for  the  care  of  the  ill,  the  needy,  or  infants. 

3  The  Form  8283  must  be  attached  to  the  income  tax  return  (Form  1040)  in  all  cases  where 
total  noncash  contributions  exceed  $500,  but  the  Form  8283  need  not  be  signed  by  a  qualified 
appraiser  unless  the  $5,000  threshold  per  item  or  group  of  similar  items  is  exceeded.  In  the  case 
of  donated  art  for  which  a  deduction  of  $20,000  or  more  is  claimed,  a  complete  copy  of  the  signed 
appraisal  must  be  attached  to  the  Form  8283. 

4  In  determining  whether  a  trade  or  business  is  regularly  carried  on,  courts  have  considered 
both  the  frequency  and  the  continuity  of  the  specific  business  activities  of  the  tax-exempt  orga- 
nization and  the  manner  in  which  such  activities  are  pursued.  See,  e.g.,  Suffolk  County  Patrol- 
men 's  Benevolent  Association,  Inc.  v.  Commissioner,  77  T.C.  1314  (1981Xholding  that  advertising 
revenues  from  a  guide  to  a  vaudeville  show  with  three  or  four  annual  performances  on  consecu- 
tive weekends  were  not  from  a  regularly  carried  on  business,  despite  the  fact  that  preparation, 
including  solicitation  of  advertising,  lasted  from  eight  to  16  weeks  prior  to  the  show);  National 
Collegiate  Athletic  Assoc.  v.  Commissioner,  914  F.2d  1417  (10th  Cir.  1990)(advertising  revenues 
from  NCAA's  "Final  Four"  basketball  tournament  program  held  exempt  from  UBIT). 
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larger  complex  of  other  endeavors.5  If  a  tax-exempt  organization 
receives  sponsorship  payments  in  connection  with  conducting  a 
public  event,  the  solicitation  and  receipt  of  such  sponsorship  pay- 
ments may  be  treated  as  a  separate  activity.  The  Internal  Revenue 
Service  (IRS)  has  taken  the  position  that,  under  some  circum- 
stances, such  sponsorship  payments  may  be  subject  to  the  UBIT.6 

Reasons  for  Change 
Donations  of  appreciated  property 

The  committee  believes  that  the  temporary  AMT  exception  for 
contributions  of  appreciated  tangible  personal  property  has  induced 
additional  charitable  giving.  Thus,  by  extending  this  rule  through 
1993  and  expanding  it  to  apply  to  all  appreciated  property  gifts, 
taxpayers  will  be  allowed  the  same  charitable  contribution  deduc- 
tion for  both  regular  tax  and  alternative  minimum  tax  purposes 
for  contributions  made  during  1992  and  1993.  This  will  provide  an 
additional  incentive  for  taxpayers  to  make  contributions  of  appreci- 
ated property. 

Advance  valuation  procedure 

In  addition,  to  reduce  uncertainty  and  disputes  arising  out  of 
charitable  contributions  of  property,  the  committee  believes  that 
the  Treasury  Department  should  develop  a  procedure  under  which 
taxpayers  could  seek  an  agreement  with  the  IRS  as  to  the  value  of 
tangible  personal  property  prior  to  the  donation  of  such  property  to 
a  charity. 

Sponsorship  payments 

The  committee  is  concerned  about  the  tax  treatment  of  sponsor- 
ship payments  received  by  charitable  organizations  from  corpora- 
tions and  other  sponsors,  and  the  ramifications  of  recently  pro- 
posed IRS  examination  guidelines  in  this  area.7  The  committee  is 
particularly  concerned  about  the  application  of  the  guidelines  to 
tax-exempt  organizations  that  conduct  athletic  or  other  types  of 
events  (such  as  community  festivals,  agricultural  fairs,  and  arts 
events)  held  only  once  a  year.  Therefore,  it  is  appropriate  that  the 
Treasury  Department  conduct  a  study  regarding  such  sponsorship 
payments  and  report  its  findings  to  Congress. 


5  See  United  States  v.  American  College  of  Physicians,  475  U.S.  834  (1986)(holding  that  activity 
of  selling  advertising  in  medical  journal  was  not  substantially  related  to  the  organization's 
exempt  purposes  and,  as  a  separate  business  under  section  513(c),  was  subject  to  tax). 

6  See  Announcement  92-15,  1992-5  I.R.B.  51  (announcing  proposed  audit  guidelines  distin- 
guishing sponsorship  payments  in  return  for  which  there  is  mere  acknowledgment  of  sponsor — 
and  thus  no  UBIT  liability — in  contrast  to  sponsorship  payments  in  return  for  which  substantial 
economic  benefits  are  conferred  upon  the  sponsor  and  UBIT  liability  may  be  asserted  by  the 

7  The  committee  also  is  concerned  about  the  application  of  the  proposed  examination  guide- 
lines contained  in  Announcement  92-15  to  royalties  and  other  payments  that  may  be  received 
by  the  U.S.  Olympic  Committee  and  the  Atlanta  Committee  for  the  Olympic  Games,  Inc.,  in 
connection  with  the  1996  Games  of  the  XXVI  Olympiad.  The  committee  expects  that,  under  gen- 
eral UBIT  rules  (see  Rev.  Rul.  81-178,  1981-2  C.B.  135),  royalty  income  derived  from  licensing 
Olympic  trademarks,  emblems,  and  designations,  as  well  as  from  broadcasting,  filming,  and  vi- 
deotaping the  Olympics,  will  be  treated  as  exempt  from  the  UBIT. 
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Explanation  of  Provisions 
Extension  ofAMT  relief  for  donated  appreciated  property 

All  charitable  contributions  of  appreciated  property  (real,  person- 
al, and  intangible)  made  during  1992  and  1993  will  not  be  treated 
as  a  tax  preference  item  for  alternative  minimum  tax  (AMT)  pur- 
poses. 

Thus,  during  1992  and  1993,  if  a  taxpayer  makes  a  gift  to  charity 
of  property  (other  than  inventory  or  other  ordinary  income  proper- 
ty, short-term  capital  gain  property,  or  certain  gifts  to  private  foun- 
dations) that  is  real  property,  intangible  property,  or  tangible  per- 
sonal property  the  use  of  which  is  related  to  the  donee's  tax- 
exempt  purpose,  the  taxpayer  is  allowed  to  claim  a  deduction  for 
both  regular  tax  and  AMT  purposes  in  the  amount  of  the  proper- 
ty's fair-market  value  (subject  to  present-law  percentage  limita- 
tions).8 Any  carryover  of  an  excess  contribution  deduction  from  a 
contribution  made  during  the  period  January  1,  1992,  through  De- 
cember 31,  1993,  also  will  not  be  treated  as  a  tax  preference  item 
for  AMT  purposes  in  any  succeeding  taxable  year  to  which  the 
excess  may  be  carried  forward  in  accordance  with  the  rules  of  sec- 
tion 170. 

Treasury  report  on  advance  valuation  procedure 

Not  later  than  one  year  after  the  date  of  enactment  of  the  bill, 
the  Secretary  of  the  Treasury  is  required  to  submit  a  report  to  the 
Senate  Committee  on  Finance  and  the  House  Committee  on  Ways 
and  Means,  reporting  on  the  development  of  a  procedure  under 
which  taxpayers  could  elect  to  seek  an  agreement  with  the  Secre- 
tary as  to  the  value  of  tangible  personal  property  prior  to  the  dona- 
tion of  such  property  to  a  qualifying  charitable  organization  (pro- 
vided that  time  limits  for  donation  and  any  other  conditions  con- 
tained in  the  agreement  are  satisfied).  The  report  should  address 
the  setting  of  possible  threshold  amounts  for  claimed  value  (and 
the  payment  of  fees)  by  a  taxpayer  in  order  to  seek  agreement 
under  the  procedure,  possible  limitations  on  applying  the  proce- 
dure only  to  items  with  significant  artistic  or  cultural  value,  and 
recommendations  for  legislative  action  needed  to  implement  the 
procedure. 

Study  of  tax  treatment  of  sponsorship  payments  to  charitable  orga- 
nizations 

The  Secretary  of  the  Treasury  is  directed  to  conduct  a  study  on 
the  tax  treatment  of  sponsorship  payments  received  by  charitable 
and  other  tax-exempt  organizations  from  corporations  and  other 
sponsors  in  connection  with  athletic  and  cultural  events,  and  the 
ramifications  of  IRS  proposed  examination  guidelines  contained  in 
Announcement  92-15,  1992-5  I.R.B.  51.  Within  one  year  after  the 
date  of  enactment,  the  Secretary  is  required  to  report  the  results  of 
this  study  to  the  Senate  Committee  on  Finance  and  the  House 
Committee  on  Ways  and  Means. 


8  Contributions  of  inventory  or  other  ordinary  income  property,  short-term  capital  gain  prop- 
erty, and  certain  gifts  to  private  foundations  continue  to  be  governed  by  present-law  rules. 
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As  part  of  this  study,  the  Treasury  Department  should  address 
the  following  issues:  (1)  whether  application  of  the  ' 'substantial 
return  benefit"  standard  is  appropriate  for  determining  the  UBIT 
treatment  of  sponsorship  payments;  (2)  whether  the  "substantial 
return  benefit"  standard  should  be  applied  to  sponsorship  pay- 
ments received  in  connection  with  events  conducted  prior  to  the  is- 
suance of  proposed  or  final  IRS  examination  guidelines;  (3)  applica- 
tion of  the  "regularly  carried  on"  requirement  to  annual  events 
conducted  by  tax-exempt  organizations;  and  (4)  the  relevance  of  an- 
cillary services  or  benefits  (e.g.,  receptions  or  hospitality  suites) 
provided  by  a  tax-exempt  organization  to  a  corporate  sponsor  to  the 
tax  treatment  of  sponsorship  payments,  broadcast  revenues,  or  roy- 
alty income  received  by  the  organization. 

The  committee  urges  the  Treasury  Department,  in  connection 
with  the  study,  to  promulgate  IRS  examination  guidelines  that  en- 
unciate clear  and  administrable  rules  for  determining  the  tax 
treatment  of  sponsorship  payments  received  by  tax-exempt  organi- 
zations. 

Effective  Date 

The  provision  governing  the  AMT  treatment  of  gifts  of  appreciat- 
ed property  is  effective  for  contributions  made  in  1992  and  1993. 
The  Secretary  of  the  Treasury  is  required  to  report  to  Congress  not 
later  than  one  year  after  enactment  on  the  development  of  an  ad- 
vance valuation  procedure  for  certain  charitable  contributions  of 
tangible  personal  property,  and  the  results  of  a  study  of  corporate 
sponsorship  payments  received  by  tax-exempt  organizations. 

2.  Corporate  Alternative  Minimum  Tax;  Elimination  of  ACE  Depre- 
ciation Adjustment  for  Corporate  AMT  (Sec.  2202  of  the  Bill  and 
Sec.  56(g)  of  the  Code) 

Present  Law 

Under  present  law,  a  corporation  is  subject  to  an  alternative 
minimum  tax  ("AMT")  which  is  payable,  in  addition  to  all  other 
tax  liabilities,  to  the  extent  that  it  exceeds  the  corporation's  regu- 
lar income  tax  liability.  Alternative  minimum  taxable  income 
("AMTI")  is  the  corporation's  taxable  income  increased  by  the  cor- 
poration's tax  preferences  and  adjusted  by  determining  the  tax 
treatment  of  certain  items  in  a  manner  which  negates  the  deferral 
of  income  resulting  from  the  regular  tax  treatment  of  those  items. 
For  a  corporation,  the  amount  of  AMT  paid  in  a  year  may  be  car- 
ried forward  as  a  credit  and  used  to  reduce  the  corporation's  regu- 
lar tax  liability  (but  not  below  the  corporation's  tentative  mini- 
mum tax  for  the  year). 

One  of  the  adjustments  that  is  made  to  taxable  income  to  arrive 
at  AMTI  relates  to  depreciation.  Depreciation  on  most  personal 
property  to  which  the  modified  ACRS  system  adopted  in  1986  ap- 
plies is  calculated  using  the  150-percent  declining  balance  method 
(switching  to  straight  line  in  the  year  necessary  to  maximize  the 
deduction)  over  the  life  described  in  Code  section  168(g)  (generally 
the  ADR  class  life  of  the  property). 
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For  taxable  years  beginning  after  1989,  AMTI  includes  an 
amount  equal  to  75  percent  of  the  amount  by  which  adjusted  cur- 
rent earnings  ("ACE")  exceeds  AMTI  (as  determined  before  this  ad- 
justment). The  ACE  adjustment  replaced  a  "book-income  adjust- 
ment" applicable  to  tax  years  1987  through  1989.  In  general,  ACE 
equals  AMTI  with  additional  adjustments  that  generally  follow  the 
rules  presently  applicable  to  corporations  in  computing  their  earn- 
ings and  profits.  For  purposes  of  ACE,  depreciation  is  computed 
using  the  straight-line  method  over  the  class  life  of  the  property. 
Thus,  a  corporation  generally  must  make  two  depreciation  calcula- 
tions for  purposes  of  the  AMT — once  using  the  150-percent  declin- 
ing balance  method  and  again  using  the  straight-line  method. 

The  amount  by  which  a  corporation's  AMT  liability  exceeds  its 
regular  tax  liability  in  a  taxable  year  may  be  carried  forward  as  a 
credit  and  may  reduce  the  corporation's  regular  tax  liability  in  a 
future  year. 

Reasons  for  Change 

The  committee  believes  that  the  depreciation  component  of  the 
ACE  adjustment  may  constitute  too  great  a  reduction  to  the  regu- 
lar tax  incentive  for  capital  investment  for  U.S.  corporations.  As  a 
result  of  the  ACE  depreciation  adjustment,  many  capital-intensive 
corporations  are  subject  to  the  AMT,  particularly  if  the  corpora- 
tions are  adding  to  their  capital  stock  or  experiencing  depressed 
earnings.  If  a  corporation  finds  itself  continually  subject  to  the 
AMT,  the  minimum  tax  credit  is  of  little  value  in  mitigating  any 
long-term  effects  of  the  ACE  depreciation  adjustment. 

The  ACE  depreciation  adjustment  also  is  a  source  of  substantial 
complexity.  As  a  result  of  the  adjustment,  corporations  must  make 
three  separate  depreciation  computations  to  determine  taxable 
income  and  alternative  minimum  taxable  income. 

Explanation  of  Provision 

The  bill  eliminates  the  depreciation  component  of  ACE  for  corpo- 
rate AMT  purposes.  Thus,  the  depreciation  methods  and  lives  that 
a  corporation  uses  in  computing  AMTI  (generally,  the  150-percent 
declining  balance  method  for  tangible  personal  property  over  the 
sec.  168(g)  life)  will  apply  for  purposes  of  computing  ACE. 

Effective  Date 

The  provision  is  effective  for  property  placed  in  service  in  tax- 
able years  beginning  after  the  date  of  enactment. 


56-851  0-92-3 
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Subtitle  D.  Luxury  Excise  Tax;  Diesel  Fuel  Excise  Tax  on 

MOTORBOATS 

1.  Repeal  of  Luxury  Excise  Tax  on  Boats,  Aircraft,  Jewelry,  and 
Furs;  Indexing  of  Luxury  Excise  Tax  on  Automobiles  (Sec.  2301 
of  the  Bill  and  Sees.  4001-4012  of  the  Code) 

Present  Law 

Present  law  imposes  a  ten-percent  excise  tax  on  the  portion  of 
the  retail  price  of  the  following  items  that  exceeds  the  thresholds 
specified:  automobiles  above  $30,000;  boats  above  $100,000;  aircraft 
above  $250,000;  jewelry  above  $10,000;  and  furs  above  $10,000. 

The  tax  generally  applies  only  to  the  first  retail  sale  after  manu- 
facture, production  or  importation  of  items  subject  to  the  tax.  It 
does  not  apply  to  subsequent  sales  of  these  items.  The  taxes  on 
automobiles,  boats,  and  aircraft  generally  do  not  apply  to  items 
used  in  trade  or  business. 

The  tax  applies  to  sales  before  January  1,  2000. 

Reasons  for  Change 

During  the  recent  recession,  the  boat,  aircraft,  jewelry,  and  fur 
industries  have  suffered  job  losses  and  increased  unemployment. 
The  committee  believes  that  in  the  interest  of  fostering  economic 
recovery  in  those  and  related  industries  it  is  appropriate  to  elimi- 
nate the  burden  these  taxes  impose. 

The  committee  recognizes  that  in  the  absence  of  indexation  of 
the  threshold  above  which  the  tax  on  automobiles  applies,  even 
modest  inflation  will  subject  more  automobiles  to  the  luxury  tax 
than  were  subject  to  the  tax  when  it  was  first  enacted. 

Explanation  of  Provision 
Repeal  of  tax  on  boats,  aircraft,  jewelry,  and  fur 

The  bill  repeals  the  luxury  excise  tax  imposed  on  boats,  air- 
planes, jewelry,  and  furs. 

Indexing  of  tax  on  automobiles 

The  bill  modifies  the  luxury  excise  tax  on  automobiles  to  provide 
that  the  $30,000  threshold  is  indexed  annually  for  inflation  occur- 
ring after  1990.  Consequently,  the  applicable  threshold  for  1992 
(after  June  30)  will  be  $30,000  increased  by  the  1991  inflation  rate. 

Effective  Date 

The  repeal  of  the  luxury  excise  taxes  on  boats,  aircraft,  jewelry, 
and  furs  is  effective  for  sales  on  or  after  January  1,  1992.  The  in- 
dexation of  the  threshold  applicable  to  automobiles  is  effective  for 
sales  on  or  after  July  1,  1992. 

Persons  entitled  to  a  refund  may  request  it  from  the  seller  at 
which  they  purchased  the  taxed  item,  who  then  may  obtain  the 
refund  as  provided  under  present-law  Code  section  6416. 
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2.  Impose  Excise  Tax  on  Diesel  Fuel  Used  in  Noncommercial  Mo- 
torboats  (Sec.  2302  of  the  Bill  and  Sees.  4092,  4041,  6421,  9503, 
and  9508  of  the  Code) 

Present  Law 

Federal  excise  taxes  generally  are  imposed  on  gasoline  and  spe- 
cial motor  fuels  used  in  highway  transportation  and  by  certain  off- 
highway  recreational  trail  vehicles  and  by  boats  (14  cents  per 
gallon).  A  Federal  excise  tax  also  is  imposed  on  diesel  fuel  (20  cents 
per  gallon)  used  in  highway  transportation.  Diesel  fuel  used  in 
trains  generally  is  taxed  at  2.5  cents  per  gallon. 

The  revenues  from  these  taxes,  minus  2.5  cents  per  gallon,  are 
deposited  in  the  Highway  Trust  Fund,  the  National  Recreational 
Trails  Trust  Fund,  or  the  Aquatic  Resources  Trust  Fund  through 
September  30,  1999.  Revenues  from  the  remaining  2.5  cents  per 
gallon  are  retained  in  the  General  Fund  through  September  30, 
1995,  after  which  time  the  2.5-cents-per-gallon  portion  of  the  taxes 
(including  the  tax  on  diesel  fuel  used  in  trains)  is  scheduled  to 
expire. 

An  additional  0.1-cent-per-gallon  tax  applies  to  these  fuels  to  fi- 
nance the  Leaking  Underground  Storage  Trust  Fund,  generally 
through  December  31,  1995. 

Diesel  fuel  used  in  boats  is  not  taxed. 

Reasons  for  Change 

As  under  the  President's  budget  proposal,  the  bill  eliminates  the 
discrepancy  between  gasoline  used  by  pleasure  boats  (which  is  tax- 
able) and  diesel  fuel  used  by  these  boats  (which  is  not  taxable). 

Explanation  of  Provision 

The  bill  extends  the  diesel  fuel  excise  taxes  (currently  20.1  cents 
per  gallon)  to  diesel  fuel  used  by  boats.  Fuel  used  by  boats  for  com- 
mercial fishing,  transportation  for  compensation  or  hire,  or  for 
business  use  other  than  predominantly  for  entertainment,  amuse- 
ment, or  recreation,  remains  exempt. 

The  tax  is  collected  at  the  same  point  in  the  distribution  chain  as 
the  highway  diesel  fuel  tax  (i.e.,  on  sale  to  a  retailer).  However,  to 
prevent  unnecessary  tax-paid  sales  followed  by  refunds,  retailers 
that  sell  diesel  fuel  exclusively  to  commercial  (i.e.,  nonpleasure) 
boats  are  permitted  to  buy  the  fuel  tax-free. 

The  revenues  from  the  tax  on  diesel  fuel  used  by  boats  will  be 
retained  in  the  General  Fund. 

The  tax  on  diesel  fuel  used  by  boats  will  expire  as  provided 
under  present  law  for  the  existing  components  of  the  diesel  excise 
tax  other  than  the  Highway  Trust  Fund  rate.  The  Highway  Trust 
Fund  rate  of  17.5  cents  per  gallon  will  expire  after  September  30, 
1997. 

Effective  Date 
The  provision  is  effective  after  September  30,  1992. 
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Subtitle  E.  Employer  Tax  Credit  for  FICA  Paid  on  Tip  Income 
(Sec.  2401  of  the  Bill  and  Sec.  38  of  the  Code) 

Present  Law 

Under  present  law,  all  employee  tip  income  is  treated  as  employ- 
er-provided wages  for  purposes  of  the  Federal  Unemployment  Tax 
Act  (FUTA)  and  the  Federal  Insurance  Contributions  Act  (FICA). 
For  purposes  of  the  minimum  wage  provisions  of  the  Fair  Labor 
Standards  Act  (FLSA),  reported  tips  are  treated  as  employer-pro- 
vided wages  to  the  extent  they  do  not  exceed  one-half  of  such  mini- 
mum wage. 

Organizations  that  provide  food  for  the  needy  typically  provide 
"food  bags"  to  needy  volunteers.  This  practice  attracts  additional 
volunteers,  but  is  also  a  method  of  providing  direct  assistance  to  in- 
dividuals who  would  otherwise  qualify  for  aid.  In  response  to  ques- 
tions raised  by  food  bank  operators  as  to  whether  the  food  bag 
practice  could  involve  federal  employment  tax  liabilities,  the  Treas- 
ury Department  has  stated  that  no  employment  tax  obligations 
arise  from  the  food  banks'  practice  of  providing  food  bags  to  needy 
volunteers.  The  food  bags  are  not  in  the  nature  of  compensation, 
but  rather  are  given  to  volunteers  who  would  otherwise  qualify  for 
aid. 

Reasons  for  Change 

The  committee  believes  it  is  appropriate  to  reduce  the  payroll 
tax  burden  of  employers  in  tipped  industries. 

To  prevent  any  further  concerns  on  the  part  of  food  bank  opera- 
tors, the  committee  also  believes  it  is  appropriate  to  clarify  Con- 
gressional intent  with  respect  to  the  practice  of  providing  food  bags 
to  needy  food  bank  volunteers. 

Explanation  of  Provision 

The  bill  provides  a  business  tax  credit  in  an  amount  equal  to  the 
employer's  FICA  tax  obligation  (7.65  percent)  attributable  to  re- 
ported tips  in  excess  of  those  treated  as  wages  for  purposes  of  satis- 
fying the  minimum  wage  provisions  of  the  FLSA.  To  prevent 
double  dipping,  no  deduction  is  allowed  for  any  amount  taken  into 
account  in  determining  the  credit.  Carryback  of  unused  FICA  cred- 
its to  a  taxable  year  ending  before  the  date  of  enactment  is  prohib- 
ited. 

The  committee  believes  that  the  Treasury  Department  position 
that  the  provision  by  food  banks  of  food  bags  to  needy  volunteers 
does  not  involve  employment  tax  liabilities  is  in  accord  with  Con- 
gressional intent  and  a  correct  interpretation  of  present  law.  The 
committee  further  believes  that  the  provision  by  food  banks  of  food 
bags  to  needy  volunteers  does  not  impair  the  ability  of  donors  to 
claim  a  charitable  deduction  for  contributions  to  the  food  banks. 

Effective  Date 

The  employer  tax  credit  is  effective  for  tips  received  and  wages 
paid  after  the  date  of  enactment. 
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TITLE  III.  REVENUE-INCREASE  PROVISIONS 

Subtitle  A.  General  Provisions 

1.  Mark-to-Market  Accounting  Method  for  Dealers  in  Securities 
(Sec.  3001  of  the  Bill  and  New  Sec.  475  of  the  Code) 

Present  Law 

A  taxpayer  that  is  a  dealer  in  securities  is  required  for  Federal 
income  tax  purposes  to  maintain  an  inventory  of  securities  held  for 
sale  to  customers.  A  dealer  in  securities  is  allowed  for  Federal 
income  tax  purposes  to  determine  (or  value)  the  inventory  of  secu- 
rities held  for  sale  based  on:  (1)  the  cost  of  the  securities;  (2)  the 
lower  of  the  cost  or  market  value  of  the  securities;  or  (3)  the 
market  value  of  the  securities. 

If  the  inventory  of  securities  is  determined  based  on  cost,  unreal- 
ized gains  and  losses  with  respect  to  the  securities  are  not  taken 
into  account  for  Federal  income  tax  purposes.  If  the  inventory  of 
securities  is  determined  based  on  the  lower  of  cost  or  market  value, 
unrealized  losses  (but  not  unrealized  gains)  with  respect  to  the  se- 
curities are  taken  into  account  for  Federal  income  tax  purposes.  If 
the  inventory  of  securities  is  determined  based  on  market  value, 
both  unrealized  gains  and  losses  with  respect  to  the  securities  are 
taken  into  account  for  Federal  income  tax  purposes. 

For  financial  accounting  purposes,  the  inventory  of  securities 
generally  is  determined  based  on  market  value. 

Reasons  for  Change 

Inventories  of  securities  generally  are  easily  valued  at  year  end, 
and,  in  fact,  are  currently  valued  at  market  by  securities  dealers  in 
determining  their  income  for  financial  statement  purposes  and  in 
adjusting  their  inventory  using  the  lower  of  cost  or  market  method 
for  Federal  income  tax  purposes.  The  committee  believes  that  the 
cost  method  and  the  lower  of  cost  or  market  method  generally  un- 
derstate the  income  of  securities  dealers  and  that  the  market 
method  most  clearly  reflects  the  income  of  securities  dealers.  Con- 
sequently, as  proposed  in  the  administration's  fiscal  year  1993 
budget,  the  bill  requires  certain  securities  that  are  held  by  a  dealer 
in  securities  to  be  marked  to  market  for  Federal  income  tax  pur- 
poses. 

Explanation  of  Provision 

In  general 

The  bill  provides  two  general  rules  (the  "mark-to-market  rules") 
that  apply  to  certain  securities  that  are  held  by  a  dealer  in  securi- 
ties. First,  any  such  security  that  is  inventory  in  the  hands  of  the 
dealer  is  required  to  be  included  in  inventory  at  its  fair  market 
value.  Second,  any  such  security  that  is  not  inventory  in  the  hands 
of  the  dealer  and  that  is  held  as  of  the  close  of  any  taxable  year  is 
treated  as  sold  by  the  dealer  for  its  fair  market  value  on  the  last 
business  day  of  the  taxable  year  and  any  gain  or  loss  is  required  to 
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be  taken  into  account  by  the  dealer  in  determining  gross  income 
for  that  taxable  year.1 

If  gain  or  loss  is  taken  into  account  with  respect  to  a  security  by 
reason  of  the  second  mark-to-market  rule,  then  the  amount  of  gain 
or  loss  subsequently  realized  as  a  result  of  a  sale,  exchange,  or 
other  disposition  of  the  security,  or  as  a  result  of  the  application  of 
the  mark-to-market  rules,  is  to  be  appropriately  adjusted  to  reflect 
such  gain  or  loss.  In  addition,  the  bill  authorizes  the  Treasury  De- 
partment to  promulgate  regulations  that  provide  for  the  applica- 
tion of  the  second  mark-to-market  rule  at  times  other  than  the 
close  of  a  taxable  year  or  the  last  business  day  of  a  taxable  year. 

The  mark-to-market  rules  described  above  apply  only  for  pur- 
poses of  determining  the  amount  of  gain  or  loss  that  is  taken  into 
account  by  a  dealer  in  securities  for  any  taxable  year.  Thus,  for  ex- 
ample, the  mark-to-market  rules  do  not  apply  in  determining  the 
character  of  any  gain  or  loss  and  do  not  begin  a  new  holding  period 
for  any  security.2  As  a  further  example,  the  mark-to-market  rules 
do  not  apply  in  determining  whether  gain  or  loss  is  recognized  by 
any  other  taxpayer  that  may  be  a  party  to  a  contract  with  a  dealer 
in  securities. 

Definitions 

A  dealer  in  securities  is  defined  as  any  taxpayer  that  either  (1) 
regularly  purchases  securities  from,  or  sells  securities  to,  customers 
in  the  ordinary  course  of  a  trade  or  business,  or  (2)  regularly  offers 
to  enter  into,  assume,  offset,  assign,  or  otherwise  terminate  posi- 
tions in  securities  with  customers  in  the  ordinary  course  of  a  trade 
or  business. 

A  security  is  defined  as:  (1)  any  share  of  stock  in  a  corporation; 
(2)  any  partnership  or  beneficial  ownership  interest  in  a  widely 
held  or  publicly  traded  partnership  or  trust;  (3)  any  note,  bond,  de- 
benture, or  other  evidence  of  indebtedness;  (4)  any  interest  rate, 
currency,  or  equity  notional  principal  contract  (but  not  any  other 
notional  principal  contract  such  as  a  notional  principal  contract 
that  is  based  on  the  price  of  oil,  wheat,  or  other  commodity);  and 
(5)  any  evidence  of  an  interest  in,  or  any  derivative  financial  in- 
strument in,  a  security  described  in  (1)  through  (4)  above  or  any 
currency,  including  any  option,  forward  contract,  short  position,  or 
any  similar  financial  instrument  in  such  a  security  or  currency. 

In  addition,  a  security  is  defined  to  include  any  position  if:  (1)  the 
position  is  not  a  security  described  in  the  preceding  paragraph;  (2) 
the  position  is  a  hedge  with  respect  to  a  security  described  in  the 
preceding  paragraph;  and  (3)  before  the  close  of  the  day  on  which 
the  position  was  acquired  or  entered  into  (or  such  other  time  as  the 


1  For  purposes  of  this  provision,  a  security  is  treated  as  sold  to  a  person  that  is  not  related  to 
the  dealer  even  if  the  security  is  a  contract  between  the  dealer  and  a  related  person.  Thus,  for 
example,  sections  267  and  707(b)  of  the  Code  are  not  to  apply  to  any  loss  that  is  required  to  be 
taken  into  account  under  this  provision. 

2  For  purposes  of  determining  whether  capital  gain  or  loss  that  is  recognized  by  reason  of  the 
mark-to-market  rules  is  short-term  or  long-term,  the  holding  period  is  treated  as  ending  on  the 
date  that  the  security  is  treated  as  sold  under  the  mark-to-market  rules.  Thus,  for  example,  if, 
on  August  1,  1992,  a  calendar  year  securities  dealer  acquires  a  security  which  is  a  capital  asset 
subject  to  the  mark-to-market  rules,  the  amount  of  any  gain  or  loss  recognized  on  December  31, 
1992,  by  reason  of  the  mark-to-market  rules  would  be  short-term  gain  or  loss.  If  such  security 
continues  to  be  held  on  December  31,  1993,  the  amount  of  gain  or  loss  recognized  by  reason  of 
the  mark-to-market  rules  would  be  long-term  gain  or  loss. 
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Treasury  Department  may  specify  in  regulations),  the  position  is 
clearly  identified  in  the  dealer's  records  as  a  hedge  with  respect  to 
a  security  described  in  the  preceding  paragraph.  A  security,  howev- 
er, is  not  to  include  a  contract  to  which  section  1256(a)  of  the  Code 
applies. 

A  hedge  is  defined  as  any  position  that  reduces  the  dealer's  risk 
of  interest  rate  or  price  changes  or  currency  fluctuations,  including 
any  position  that  is  reasonably  expected  to  become  a  hedge  within 
60  days  after  the  acquisition  of  the  position. 

Exceptions  to  the  mark-to-market  rules 

Notwithstanding  the  definition  of  security,  the  mark-to-market 
rules  generally  do  not  apply  to:  (1)  any  security  that  is  held  for  in- 
vestment; 3  (2)  any  evidence  of  indebtedness  that  is  acquired  (in- 
cluding originated)  by  a  dealer  in  the  ordinary  course  of  a  trade  or 
business  of  the  dealer  but  only  if  the  evidence  of  indebtedness  is 
not  held  for  sale;  (3)  any  security  which  is  a  hedge  with  respect  to  a 
security  that  is  not  subject  to  the  mark-to-market  rules  {i.e.,  any 
security  that  is  a  hedge  with  respect  to  a  security  held  for  invest- 
ment or  that  is  a  hedge  with  respect  to  an  evidence  of  indebtedness 
described  in  (2));  and  (4)  any  security  which  is  a  hedge  with  respect 
to  a  position,  right  to  income,  or  a  liability  that  is  not  a  security  in 
the  hands  of  the  taxpayer.4 

The  exceptions  to  the  mark-to-market  rules  for  certain  hedges  do 
not  apply  to  any  security  that  is  held  by  a  taxpayer  in  its  capacity 
as  a  dealer  in  securities,  except  as  otherwise  provided  in  regula- 
tions to  be  promulgated  by  the  Treasury  Department.  Thus,  except 
as  otherwise  provided  in  regulations  to  be  promulgated  by  the 
Treasury  Department,  the  exceptions  to  the  mark-to-market  rules 
for  certain  hedges  do  not  apply  to  (1)  any  security  that  is  held  for 
sale  in  the  ordinary  course  of  a  trade  or  business,  or  (2)  any  securi- 
ty that  is  entered  into  with  customers  in  the  ordinary  course  of  a 
trade  or  business. 

In  addition,  the  exceptions  to  the  mark-to-market  rules  do  not 
apply  unless,  before  the  close  of  the  day  on  which  the  security  (in- 
cluding any  evidence  of  indebtedness)  is  acquired,  originated,  or  en- 
tered into  (or  such  other  time  as  the  Treasury  Department  may 
specify  in  regulations),5  the  security  is  clearly  identified  in  the 


3  To  the  extent  provided  in  regulations  to  be  promulgated  by  the  Treasury  Department,  the 
exception  to  the  mark-to-market  rules  for  a  security  that  is  held  for  investment  is  not  to  apply 
to  any  notional  principal  contract  or  any  derivative  financial  instrument  that  is  held  by  a  dealer 
in  such  securities. 

4  For  purposes  of  the  mark-to-market  rules,  debt  issued  by  a  taxpayer  is  not  a  security  in  the 
hands  of  such  taxpayer. 

5  It  is  anticipated  that  the  Treasury  regulations  will  permit  a  floor  specialist  to  identify  a  se- 
curity as  held  for  investment  before  the  close  of  the  seventh  business  day  following  the  day  that 
the  security  is  acquired  (see  sec.  1236(d)).  In  addition,  it  is  anticipated  that  the  Treasury  regula- 
tions will  permit  a  dealer  that  originates  evidences  of  indebtedness  in  the  ordinary  course  of  a 
trade  or  business  to  identify  such  evidences  of  indebtedness  as  not  held  for  sale  based  on  the 
accounting  practices  of  the  dealer  but  in  no  event  later  than  the  date  that  is  30  days  after  the 
date  that  any  such  evidence  of  indebtedness  is  originated.  Further,  it  is  anticipated  that  the 
Treasury  regulations  will  permit  a  dealer  that  enters  into  commitments  to  acquire  mortgages  to 
identify  such  commitments  as  being  held  for  investment  if  the  dealer  acquires  the  mortgages 
and  holds  the  mortgages  as  investments.  It  is  anticipated  that  this  identification  of  commit- 
ments to  acquire  mortgages  will  occur  within  a  reasonable  period  after  the  acquisition  of  the 
mortgages  but  in  no  event  later  than  the  date  that  is  30  days  after  the  date  that  the  mortgages 
are  acquired. 
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dealer's  records  as  being  described  in  one  of  the  exceptions  listed 

above.6 

For  example,  assume  that,  in  the  ordinary  course  of  its  trade  or 
business,  a  bank  originates  loans  that  are  sold  if  the  loans  satisfy 
certain  conditions.  In  addition,  assume  that  (1)  the  bank  deter- 
mines whether  a  loan  satisfies  the  conditions  within  30  days  after 
the  loan  is  made,  and  (2)  if  a  loan  satisfies  the  conditions  for  sale, 
the  bank  records  the  loan  in  a  separate  account  on  the  date  that 
the  determination  is  made.  For  purposes  of  the  bill,  the  bank  is  a 
dealer  in  securities  with  respect  to  the  loans  that  it  holds  for  sale. 
In  addition,  by  identifying  these  loans  as  held  for  sale,  the  bank  is 
considered  to  have  identified  all  other  loans  as  not  held  for  sale. 
Consequently,  the  loans  that  are  not  held  for  sale  are  not  subject  to 
the  mark-to-market  rules. 

It  is  anticipated  that  the  identification  rules  with  respect  to 
hedges  will  be  applied  in  such  a  manner  as  to  minimize  the  imposi- 
tion of  additional  accounting  burdens  on  dealers  in  securities.  For 
example,  it  is  understood  that  certain  dealers  in  securities  use  ac- 
counting systems  which  treat  certain  transactions  entered  into  be- 
tween separate  business  units  as  if  such  transactions  were  entered 
into  with  unrelated  third  parties.  It  is  anticipated  that  for  purposes 
of  the  mark-to-market  rules,  such  an  accounting  system  generally 
will  provide  an  adequate  identification  of  hedges  with  third  parties. 

In  addition  to  clearly  identifying  a  security  as  qualifying  for  one 
of  the  exceptions  to  the  mark-to-market  rules  listed  above,  a  dealer 
must  continue  to  hold  the  security  in  a  capacity  that  qualifies  the 
security  for  one  of  the  exceptions  listed  above.  If  at  any  time  after 
the  close  of  the  day  on  which  the  security  was  acquired,  originated, 
or  entered  into  (or  such  other  time  as  the  Treasury  Department 
may  specify  in  regulations),  the  security  is  not  held  in  a  capacity 
that  qualifies  the  security  for  one  of  the  exceptions  listed  above, 
then  the  mark-to-market  rules  are  to  apply  to  any  changes  in  value 
of  such  security  that  occur  after  the  security  no  longer  qualifies  for 
an  exception.7 

Improper  identification 

The  bill  provides  that  if  (1)  a  dealer  identifies  a  security  as  quali- 
fying for  an  exception  to  the  mark-to-market  rules  but  the  security 
does  not  qualify  for  that  exception,  or  (2)  a  dealer  fails  to  identify  a 
position  that  is  not  a  security  as  a  hedge  of  a  security  but  the  posi- 
tion is  a  hedge  of  a  security,  then  the  mark-to-market  rules  are  to 
apply  to  any  such  security  or  position,  except  that  loss  is  to  be  rec- 
ognized under  the  mark-to-market  rules  prior  to  the  disposition  of 
the  security  or  position  only  to  the  extent  of  gain  previously  recog- 
nized under  the  mark-to-market  rules  (and  not  previously  taken 
into  account  under  this  provision)  with  respect  to  the  security  or 
position. 


6  A  security  is  to  be  treated  as  clearly  identified  in  a  dealer's  records  as  being  described  in  one 
of  the  exceptions  listed  above  if  all  of  securities  of  the  taxpayer  that  are  not  so  described  are 
clearly  identified  in  the  dealer's  records  as  not  being  described  in  such  exception. 

7  Any  gain  or  loss  that  is  attributable  to  the  period  that  the  security  was  not  subject  to  the 
mark-to-market  rules  generally  is  to  be  taken  into  account  at  the  time  that  the  security  is  actu- 
ally sold  (rather  than  treated  as  sold  by  reason  of  the  mark-to-market  rules). 
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Other  rules 

The  bill  provides  that  the  uniform  cost  capitalization  rules  of  sec- 
tion 263A  of  the  Code  and  the  rules  of  section  263(g)  of  the  Code 
that  require  the  capitalization  of  certain  interest  and  carrying 
charges  in  the  case  of  straddles  do  not  apply  to  any  security  to 
which  the  mark-to-market  rules  apply  because  the  fair  market 
value  of  a  security  should  include  the  costs  that  the  dealer  would 
otherwise  capitalize. 

In  addition,  the  bill  provides  that  (1)  the  mark-to-market  rules  do 
not  apply  to  any  section  988  transaction  (generally,  a  foreign  cur- 
rency transaction)  that  is  part  of  a  section  988  hedging  transaction, 
and  (2)  the  determination  of  whether  a  transaction  is  a  section  988 
transaction  is  to  be  made  without  regard  to  whether  the  transac- 
tion would  otherwise  be  marked-to-market  under  the  bill. 

The  bill  also  authorizes  the  Treasury  Department  to  promulgate 
regulations  which  provide  for  the  treatment  of  a  hedge  that  reduce 
a  dealer's  risk  of  interest  rate  or  price  changes  or  currency  fluctua- 
tions with  respect  to  securities  that  are  subject  to  the  mark-to- 
market  rules  as  well  as  with  respect  to  securities,  positions,  rights 
to  income,  or  liabilities  that  are  not  subject  to  the  mark-to-market 
rules.  It  is  anticipated  that  the  Treasury  regulations  may  allow 
taxpayers  to  treat  any  such  hedge  as  not  subject  to  the  mark-to- 
market  rules  provided  that  such  treatment  is  consistently  followed 
from  year  to  year. 

Finally,  the  bill  authorizes  the  Treasury  Department  to  promul- 
gate such  regulations  as  may  be  necessary  or  appropriate  to  carry 
out  the  provisions  of  the  bill,  including  rules  to  prevent  the  use  of 
year-end  transfers,  related  persons,  or  other  arrangements  to  avoid 
the  provisions  of  the  bill. 

Effective  Date 

The  provision  applies  to  taxable  years  ending  on  or  after  Decem- 
ber 31,  1992.  A  taxpayer  that  is  required  to  change  its  method  of 
accounting  to  comply  with  the  requirements  of  the  provision  is 
treated  as  having  initiated  the  change  in  method  of  accounting  and 
as  having  received  the  consent  of  the  Treasury  Department  to 
make  such  change. 

The  net  amount  of  the  section  481(a)  adjustment  is  to  be  taken 
into  account  over  a  10-taxable  year  period  beginning  with  the  first 
taxable  year  ending  on  or  after  December  31,  1992,  to  the  extent 
that  such  amount  does  not  exceed  the  net  amount  of  the  section 
481(a)  adjustment  that  would  have  been  determined  had  the 
change  in  method  of  accounting  occurred  for  the  last  taxable  year 
beginning  before  March  20,  1992.  The  net  amount  of  such  section 
481(a)  adjustment  is  to  be  taken  into  account  as  follows:  (1)  17  per- 
cent for  the  first  taxable  year  ending  on  or  after  December  31, 
1992;  (2)  10  percent  for  each  of  the  seven  succeeding  taxable  years; 
and  (3)  6.5  percent  for  the  final  two  taxable  years  in  the  10-taxable 
year  period. 

The  excess  (if  any)  of  (1)  the  net  amount  of  the  section  481(a)  ad- 
justment for  the  first  taxable  year  ending  on  or  after  December  31, 
1992,  over  (2)  the  net  amount  of  the  section  481(a)  adjustment  that 
would  have  been  determined  had  the  change  in  method  of  account- 
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ing  occurred  for  the  last  taxable  year  beginning  before  March  20, 
1992,  is  to  be  taken  into  account  ratably  over  a  4-taxable  year 
period  beginning  with  the  first  taxable  year  ending  on  or  after  De- 
cember 31,  1992. 

The  principles  of  section  8.03(1)  and  (2)  of  Rev.  Proc.  92-20,  1992- 
12  I.R.B.  10,  are  to  apply  to  the  section  481(a)  adjustment.  It  is  an- 
ticipated that  section  8.03(1)  of  Rev.  Proc.  92-20  will  be  applied  by 
taking  into  account  all  securities  of  a  dealer  that  are  subject  to  the 
mark-to-market  rules  (including  those  securities  that  are  not  inven- 
tory in  the  hands  of  the  dealer).  In  addition,  it  is  anticipated  that 
net  operating  losses  will  be  allowed  to  offset  the  section  481(a)  ad- 
justment, tax  credit  carryforwards  will  be  allowed  to  offset  any  tax 
attributable  to  the  section  481(a)  adjustment,  and,  for  purposes  of 
determining  liability  for  estimated  taxes,  the  section  481(a)  adjust- 
ment will  be  taken  into  account  ratably  throughout  the  taxable 
year  in  question. 

In  determining  the  amount  of  the  section  481(a)  adjustment  for 
taxable  years  beginning  before  the  date  of  enactment  of  the  mark- 
to-market  rules,  the  identification  requirements  are  to  be  applied 
in  a  reasonable  manner.  It  is  anticipated  that  any  security  that 
was  identified  as  being  held  for  investment  under  section  1236(a)  of 
the  Code  as  of  the  last  day  of  the  taxable  year  preceding  the  tax- 
able year  of  change  is  to  be  treated  as  held  for  investment  for  pur- 
poses of  the  mark-to-market  rules.  It  is  also  anticipated  that  any 
other  security  that  was  held  as  of  the  last  day  of  the  taxable  year 
preceding  the  taxable  year  of  change  is  to  be  treated  as  properly 
identified  if  the  dealer's  records  as  of  such  date  support  such  iden- 
tification.8 

Finally,  no  addition  to  tax  is  to  be  made  under  section  6654  or 
6665  of  the  Code  for  any  underpayment  of  estimated  tax  that  is  due 
before  the  date  of  enactment  of  the  mark-to-market  rules  to  the 
extent  that  the  underpayment  is  attributable  to  the  enactment  of 
the  mark-to-market  rules.  The  amount  of  the  first  required  pay- 
ment of  estimated  tax  that  is  due  on  or  after  the  date  of  enactment 
of  the  mark-to-market  rules  is  to  be  increased  by  the  amount  of  es- 
timated tax  that  was  not  previously  paid  by  reason  of  the  preced- 
ing sentence. 

2.  Tax  Treatment  of  Certain  FSLIC  Financial  Assistance  (Sec.  3002 
of  the  Bill  and  Sees.  165,  166,  585,  and  593  of  the  Code) 

Present  Law  and  Background 

A  taxpayer  may  claim  a  deduction  for  a  loss  on  the  sale  or  other 
disposition  of  property  only  to  the  extent  that  the  taxpayer's  ad- 
justed basis  for  the  property  exceeds  the  amount  realized  on  the 
disposition  and  the  loss  is  not  compensated  for  by  insurance  or  oth- 
erwise (sec.  165  of  the  Code).  In  the  case  of  a  taxpayer  on  the  spe- 
cific charge-off  method  of  accounting  for  bad  debts,  a  deduction  is 


8  In  addition,  it  is  anticipated  that  in  order  for  any  security  that  is  held  on  the  date  of  enact-  - 
ment  of  the  mark-to-market  rules  to  qualify  for  one  of  the  exceptions  to  the  mark-to-market 
rules,  the  security  must  be  identified  as  being  described  in  one  of  the  exceptions  within  a  rea- 
sonable period  after  the  date  of  enactment  but  in  no  event  later  than  the  date  that  is  30  days 
after  the  date  of  enactment. 
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allowable  for  the  debt  only  to  the  extent  that  the  debt  becomes 
worthless  and  the  taxpayer  does  not  have  a  reasonable  prospect  of 
being  reimbursed  for  the  loss.  If  the  taxpayer  accounts  for  bad 
debts  on  the  reserve  method,  the  worthless  portion  of  a  debt  is 
charged  against  the  taxpayer's  reserve  for  bad  debts,  potentially  in- 
creasing the  taxpayer's  deduction  for  an  addition  to  this  reserve. 

A  special  statutory  tax  rule,  enacted  in  1981,  excluded  from  a 
thrift  institution's  income  financial  assistance  received  from  the 
Federal  Savings  and  Loan  Insurance  Corporation  (FSLIC),1  and 
prohibited  a  reduction  in  the  tax  basis  of  the  thrift  institution's 
assets  on  account  of  the  receipt  of  the  assistance.  Under  the  Tech- 
nical and  Miscellaneous  Revenue  Act  of  1988  (TAMRA),  taxpayers 
generally  were  required  to  reduce  certain  tax  attributes  by  one-half 
the  amount  of  financial  assistance  received  from  the  FSLIC  pursu- 
ant to  certain  acquisitions  of  financially  troubled  thrift  institutions 
occurring  after  December  31,  1988.  These  special  rules  were  re- 
pealed by  FIRREA,  but  still  apply  to  transactions  that  occurred 
before  May  10,  1989. 

Prior  to  the  enactment  of  FIRREA,  the  FSLIC  entered  into  a 
number  of  assistance  agreements  in  which  it  agreed  to  provide  loss 
protection  to  acquirers  of  troubled  thrift  institutions  by  compensat- 
ing them  for  the  difference  between  the  book  value  and  sales  pro- 
ceeds of  "covered  assets."  "Covered  assets"  typically  are  assets  that 
were  classified  as  nonperforming  or  troubled  at  the  time  of  the  as- 
sisted transaction  but  could  include  other  assets  as  well.  Many  of 
these  covered  assets  are  also  subject  to  yield  maintenance  guaran- 
tees, under  which  the  FSLIC  guaranteed  the  acquirer  a  minimum 
return  or  yield  on  the  value  of  the  assets.  The  assistance  agree- 
ments also  generally  grant  the  FSLIC  the  right  to  purchase  cov- 
ered assets.  In  addition,  many  of  the  assistance  agreements  permit 
the  FSLIC  to  order  assisted  institutions  to  write  down  the  value  of 
covered  assets  on  their  books  to  fair  market  value  in  exchange  for 
a  payment  in  the  amount  of  the  write-down. 

Under  most  assistance  agreements,  one  or  more  Special  Reserve 
Accounts  are  established  and  maintained  to  account  for  the 
amount  of  FSLIC  assistance  owed  by  the  FSLIC  to  the  acquired 
entity.  The  assistance  agreements  generally  specify  the  precise  cir- 
cumstances under  which  amounts  with  respect  to  covered  assets 
are  debited  to  an  account.  Under  the  assistance  agreements,  these 
debit  entries  generally  are  made  subject  to  prior  FSLIC  direction  or 
approval.  When  amounts  are  so  debited,  the  FSLIC  generally  be- 
comes obligated  to  pay  the  debited  balance  in  the  account  to  the 
acquirer  at  such  times  and  subject  to  such  offsets  as  are  specified 
in  the  assistance  agreement. 

In  September  1990,  the  Resolution  Trust  Corporation  (RTC),  in 
accordance  with  the  requirements  of  FIRREA,  issued  a  report  to 
Congress  and  the  Oversight  Board  of  the  RTC  on  certain  FSLIC-as- 


1  Until  it  was  abolished  by  the  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act 
of  1989  (FIRREA),  FSLIC  insured  the  deposits  of  its  member  savings  and  loan  associations  and 
was  responsible  for  insolvent  member  institutions.  FIRREA  abolished  FSLIC  and  established  the 
FSLIC  resolution  Fund  (FRF)  to  assume  all  of  the  assets  and  liabilities  of  FSLIC  (other  than 
those  expressly  assumed  or  transferred  to  the  Resolution  Trust  Corporation  (RTC)).  FRF  is  ad- 
ministered by  the  Federal  Deposit  Insurance  Corporation  (FDIC).  The  term  "FSLIC"  is  used 
hereafter  to  refer  to  FSLIC  and  any  successor  to  FSLIC. 
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sisted  transactions  (the  '1988/89  FSLIC  transactions").  The  report 
recommended  further  study  of  the  covered  loss  and  other  tax  issues 
relating  to  these  transactions.  A  March  4,  1991  Treasury  Depart- 
ment report  ("Treasury  report")  on  tax  issues  relating  to  the  1988/ 
89  FSLIC  transactions  concluded  that  deductions  should  not  be  al- 
lowed for  losses  that  are  reimbursed  with  exempt  FSLIC  assistance. 
The  Treasury  report  states  that  the  Treasury  view  is  expected  to  be 
challenged  in  the  courts  and  recommended  that  Congress  enact 
clarifying  legislation  disallowing  these  deductions.2 

Reasons  for  Change 

Allowing  tax  deductions  for  losses  on  covered  assets  that  are 
compensated  for  by  FSLIC  assistance  gives  thrift  institutions  a  per- 
verse incentive  to  minimize  the  value  of  these  assets  when  sold. 
The  FSLIC,  and  not  the  institution,  bears  the  economic  burden  cor- 
responding to  any  reduction  in  value  because  it  is  required  to  reim- 
burse the  thrift  institution  for  the  loss.  However,  the  tax  benefit  to 
the  thrift  institution  and  its  affiliates  increases  as  tax  losses  are 
enhanced.  The  thrift  institution,  therefore,  has  an  incentive  to  min- 
imize the  value  of  covered  assets  in  order  to  maximize  its  claimed 
tax  loss  and  the  attendant  tax  savings. 

It  is  desirable  to  clarify,  as  of  the  date  of  the  Treasury  Report, 
that  FSLIC  assistance  with  respect  to  certain  losses  is  taken  into 
account  as  compensation  for  purposes  of  the  loss  and  bad  debt  de- 
duction provisions  of  the  Code. 

Explanation  of  Provision 

General  rule 

Any  FSLIC  assistance  with  respect  to  any  loss  of  principal,  cap- 
ital, or  similar  amount  upon  the  disposition  of  an  asset  shall  be 
taken  into  account  as  compensation  for  such  loss  for  purposes  of 
section  165  of  the  Code.  Any  FSLIC  assistance  with  respect  to  any 
debt  shall  be  taken  into  account  for  purposes  of  determining 
whether  such  debt  is  worthless  (or  the  extent  to  which  such  debt  is 
worthless)  and  in  determining  the  amount  of  any  addition  to  a  re- 
serve for  bad  debts.  For  this  purpose,  FSLIC  assistance  means  any 
assistance  or  right  to  assistance  with  respect  to  a  domestic  building 
and  loan  association  (as  defined  in  section  7701(a)(19)  of  the  Code 
without  regard  to  subparagraph  (C)  thereof)  under  section  406(f)  of 
the  National  Housing  Act  or  section  21A  of  the  Federal  Home  Loan 
Bank  Act  (or  under  any  similar  provision  of  law).3 

Thus,  if  a  taxpayer  disposes  of  an  asset  entitled  to  FSLIC  assist- 
ance, no  deduction  is  allowed  under  section  165  of  the  Code  for  a 
loss  (if  any)  on  the  disposition  of  the  asset  to  the  extent  the  assist- 
ance agreement  contemplates  a  right  to  receive  FSLIC  assistance 
with  respect  to  the  loss.  Similarly,  if  a  loan  held  by  a  taxpayer  con- 
stitutes an  asset  entitled  to  FSLIC  assistance,  the  thrift  institution 


2  Department  of  the  Treasury,  "Report  on  Tax  Issues  Relating  to  the  1988/89  Federal  Savings 
and  Loan  Insurance  Corporation  Assisted  Transactions/'  March,  1991  at  pp.  16-17. 

3  FSLIC  assistance  for  purposes  of  the  provision  does  not  include  "net  worth  assistance".  "Net 
worth  assistance"  is  generally  computed  at  the  time  of  an  acquisition,  without  targeting  loss 
coverage  to  ultimate  dispositions  or  write-downs  with  respect  to  particular  assets. 
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shall  not  charge  off  any  amount  of  the  loan  covered  by  the  assist- 
ance agreement  against  the  bad  debt  reserve  and  no  charge-off  will 
be  taken  into  account  in  computing  an  addition  to  the  reserve 
under  the  experience  method,  to  the  extent  the  assistance  agree- 
ment contemplates  a  right  to  receive  FSLIC  assistance  on  a  write- 
down of  such  asset  under  the  agreement  or  on  a  disposition.  The 
institution  also  shall  not  be  allowed  to  deduct  such  amount  of  the 
loan  under  the  specific  charge-off  method.4 

It  is  intended  that  the  right  to  FSLIC  assistance  for  purposes  of 
this  provision  is  to  be  determined  by  reference  to  the  gross  amount 
of  FSLIC  assistance  that  is  contemplated  by  the  assistance  agree- 
ment with  respect  to  the  sale  or  other  disposition,  or  write-down, 
without  taking  into  account  any  offsets  that  might  reduce  the  net 
amount  FSLIC  is  obligated  to  pay  under  the  agreement.  For  exam- 
ple, under  an  assistance  agreement  an  institution's  right  to  be  re- 
imbursed for  a  loss  on  the  disposition  or  write-down  of  an  asset 
may  be  reflected  as  a  debit  to  a  Special  Reserve  Account,  while  cer- 
tain other  items  that  will  reduce  the  ultimate  amount  of  assistance 
to  be  paid  may  be  reflected  as  credits  to  the  account.  In  such  a 
case,  the  gross  amount  of  FSLIC  assistance  contemplated  by  the 
agreement  is  the  amount  represented  by  the  debit,  without  regard 
to  any  offset. 

Financial  assistance  to  which  the  FIRREA  amendments  apply 

The  provision  does  not  apply  to  any  financial  assistance  to  which 
the  amendments  made  by  section  1401(a)(3)  of  FIRREA  apply. 

No  inference 

No  inference  is  intended  as  to  prior  law  or  as  to  the  treatment  of 
any  item  to  which  this  provision  does  not  apply. 

Effective  Date 

In  general 

The  provision  applies  to  financial  assistance  credited  on  or  after 
March  4,  1991,  with  respect  to  (1)  assets  disposed  of  and  charge-offs 
made  in  taxable  years  ending  on  or  after  March  4,  1991;  and  (2) 
assets  disposed  of  and  charge-offs  made  in  taxable  years  ending 
!    before  March  4,  1991,  but  only  for  purposes  of  determining  the 
I    amount  of  any  net  operating  loss  carryover  to  a  taxable  year 
'    ending  on  or  after  March  4,  1991. 

For  this  purpose,  financial  assistance  generally  is  considered  to 
be  credited  when  the  taxpayer  makes  an  approved  debit  entry  to  a 
Special  Reserve  Account  required  to  be  maintained  under  the  as- 
sistance agreement  to  reflect  the  asset  disposition  or  write-down. 
An  amount  will  also  be  considered  to  be  credited  prior  to  March  4, 
1991  if  the  asset  was  sold,  with  prior  FSLIC  approval,  before  that 
date. 


4  It  is  expected  that,  for  purposes  of  the  adjusted  current  earnings  adjustment  of  the  corporate 
alternative  minimum  tax,  there  will  not  be  any  net  positive  adjustment  to  the  extent  that 
FSLIC  assistance  is  taken  into  account  as  compensation  for  a  loss  or  in  determining  worthless- 
ness  and  there  is,  therefore,  no  deductible  loss  or  bad  debt  charge-off. 
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An  amount  is  not  deemed  to  be  credited  for  purposes  of  the  pro- 
vision merely  because  the  FSLIC  has  approved  a  management  or 
business  plan  or  similar  plan  with  respect  to  an  asset  or  group  of 
assets,  or  has  otherwise  generally  approved  a  value  with  respect  to 

an  asset. 

As  an  example  of  the  application  of  the  effective  date  provision, 
assume  that  a  thrift  institution  is  subject  to  a  FSLIC  assistance 
agreement  that,  through  the  use  of  a  Special  Reserve  Account,  op- 
erates to  compensate  the  institution  for  the  difference  between  the 
book  and  fair  market  values  of  certain  covered  assets  upon  their 
disposition  or  write-down.  Further  assume  that  on  February  1,  1991 
the  thrift  institution  wrote  down  a  covered  asset  that  has  a  book 
value  and  tax  basis  of  $100  to  $60,  the  asset's  fair  market  value. 
With  FSLIC  approval,  the  institution  debited  the  Special  Reserve 
Account  prior  to  March  4,  1991,  to  reflect  the  write-down  of  $40, 
and  properly  submitted  to  the  FSLIC  a  summary  of  the  account 
that  reflected  that  debit,  along  with  other  debits  for  the  quarter 
ended  March  31,  1991.  The  provision  would  not  apply  to  a  loss 
claimed  by  the  thrift  institution  with  respect  to  the  write-down  of 
the  covered  asset  on  February  1,  1991.  The  same  result  would  apply 
if  the  institution  had  sold  the  asset  for  $60  on  February  1  with 
prior  FSLIC  approval.  In  the  sale  case,  the  provision  would  not 
apply  even  if  there  were  no  debit  to  the  Special  Reserve  Account 
prior  to  March  4,  1991,  so  long  as  the  FSLIC  approved  the  amount 
of  the  reimbursable  loss  for  purposes  of  providing  assistance  under 
the  agreement. 

Application  to  certain  net  operating  losses 

The  provision  applies  to  the  determination  of  any  net  operating 
loss  5  carried  into  a  taxable  year  ending  on  or  after  March  4,  1991, 
to  the  extent  that  the  net  operating  loss  is  attributable  to  a  loss  or 
charge-off  for  which  the  taxpayer  had  a  right  to  FSLIC  assistance 
which  had  not  been  credited  before  March  4,  1991. 

For  example,  assume  a  calendar  year  thrift  institution  is  a  party 
to  a  FSLIC  assistance  agreement  that  compensates  the  institution 
for  the  amount  that  covered  loans  are  written  down  or  charged  off 
pursuant  to  the  agreement.  The  agreement  provides  that  the  insti- 
tution must  receive  the  prior  approval  of  the  FSLIC  to  write  down 
a  loan  for  purposes  of  this  compensation.  Further  assume  that  the 
institution  uses  the  experience  method  to  account  for  bad  debts  for 
tax  purposes,  and  that  in  1990  it  charged  off  $100  with  respect  to  a 
covered  loan.  Assume  that  this  charge-off  initially  reduced  the  tax- 
payer's bad  debt  reserve  balance  by  $100  and  allowed  the  taxpayer 
to  increase  its  addition  to  its  reserve  by  $100  to  bring  the  reserve  to 
an  appropriate  balance.  The  taxpayer  deducted  this  amount  and 
utilized  $20  for  the  year  ended  in  1990  (i.e.,  the  last  taxable  year  of 
the  taxpayer  ending  before  March  4,  1991).  This  produced  a  net  op- 
erating loss  of  $80  for  the  remainder.  The  net  operating  loss  is  car- 
ried forward  to  1991  (a  taxable  year  of  the  taxpayer  ending  on  or 
after  March  4,  1991).  Assume  that  the  taxpayer  did  not  debit  the 


5  For  purposes  of  determining  any  alternative  minimum  tax  net  operating  loss  carryover  to 
periods  ending  on  or  after  March  4,  1991  it  is  expected  that  the  principles  described  in  the  pre- 
ceding footnote  will  apply. 
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Special  Reserve  Account  prior  to  March  4,  1991.  The  net  operating 
loss  carried  to  1991  would  be  redetermined  taking  into  account  the 
provision.  Applying  the  provision  to  1990  would  result  in  disallow- 
ing the  charge-off  of  the  $100  loan  against  the  experience  method 
reserve,  in  effect  disallowing  the  $100  addition  to  the  reserve.  In 
such  case,  the  taxpayer  would  continue  to  owe  no  tax  for  1990,  but 
the  $80  net  operating  loss  would  be  disallowed.  However,  the  tax- 
payer's tax  liability  for  1990  would  not  be  redetermined  under  the 
provision. 

As  a  further  example,  assume  that  the  net  operating  loss  de- 
scribed in  the  example  directly  above  were  carried  back  to,  and  ab- 
sorbed in,  an  earlier  year  ending  prior  to  March  4,  1991  (rather 
than  being  carried  forward).  In  that  case,  the  provision  would  not 
apply  to  reduce  the  net  operating  loss  carryback. 

3.  Increase  Recovery  Period  for  Depreciation  of  Nonresidential 
Real  Property  (Sec.  3003  of  the  Bill  and  Sec.  168  of  the  Code) 

Present  Law 

A  taxpayer  is  allowed  to  recover,  through  annual  depreciation  al- 
lowances, the  cost  or  other  basis  of  nonresidential  real  property 
(other  than  land)  that  is  used  in  a  trade  or  business  or  that  is  held 
for  the  production  of  rental  income.  For  regular  tax  purposes,  the 
amount  of  the  depreciation  deduction  allowed  with  respect  to  non- 
residential real  property  for  any  taxable  year  generally  is  deter- 
mined using  the  straight-line  method  and  a  recovery  period  of  31.5 
years.  For  alternative  minimum  tax  purposes,  the  amount  of  the 
depreciation  deduction  allowed  with  respect  to  nonresidential  real 
property  for  any  taxable  year  is  determined  using  the  straight-line 
method  and  a  recovery  period  of  40  years. 

Reasons  for  Change 

The  committee  believes  that  the  recovery  period  for  nonresiden- 
tial real  property  under  present  law  results  in  depreciation  allow- 
ances that  are  larger  than  the  actual  decline  in  value  of  the  prop- 
erty. In  order  to  more  accurately  measure  the  economic  income  de- 
rived from  the  use  of  nonresidential  real  property  in  a  trade  or 
business  or  an  investment  activity,  the  recovery  period  for  the  de- 
preciation of  such  property  should  be  increased. 

Explanation  of  Provision 

The  bill  requires  the  depreciation  deduction  allowed  with  respect 
to  nonresidential  real  property  for  regular  tax  purposes  to  be  deter- 
mined by  using  a  recovery  period  of  40  years.  The  bill  does  not 
change  the  determination  of  the  depreciation  deduction  allowed 
with  respect  to  nonresidential  real  property  for  alternative  mini- 
mum tax  purposes. 

Effective  Date 

The  provision  generally  applies  to  property  placed  in  service  on 
or  after  June  25,  1992.  The  provision  does  not  apply  to  property 
that  is  placed  in  service  by  a  taxpayer  before  January  1,  1995,  if  (1) 
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the  taxpayer  or  a  qualified  person  entered  into  a  binding  written 
contract  to  purchase  or  construct  the  property  before  June  25, 
1992,  or  (2)  construction  of  the  property  was  commenced  by  or  for 
the  taxpayer  or  a  qualified  person  before  June  25,  1992.  For  this 
purpose,  a  qualified  person  is  defined  as  any  person  who  transfers 
his  or  her  rights  in  such  a  contract  or  in  the  property  to  the  tax- 
payer, but  only  if  the  property  is  not  placed  in  service  by  such 
person  before  such  rights  are  transferred  to  the  taxpayer. 

4.  Treatment  of  pre-contribution  gain  on  certain  partnership 
redemptions  (Sec.  3004  of  the  Bill  and  New  Sec.  737  of  the  Code) 

Present  Law 

Generally,  if  a  partner  contributes  appreciated  property  to  a 
partnership,  no  gain  is  recognized  to  the  contributing  partner  at 
the  time  of  the  contribution,  and  the  contributing  partner's  basis  in 
his  partnership  interest  is  increased  by  the  basis  of  the  contributed 
property  at  the  time  of  the  contribution.  The  pre-contribution  gain 
is  reflected  in  the  difference  between  the  partner's  capital  account 
and  his  basis  in  his  partnership  interest  ("book/tax  differential"). 
Gain  recognized  subsequently  by  the  partnership  with  respect  to 
that  property  must  be  allocated  to  the  contributing  partner  to  the 
extent  of  the  remaining  book/tax  differential.  In  addition,  if  the 
property  is  subsequently  distributed  to  another  partner  within  5 
years  of  the  contribution,  the  contributing  partner  generally  will 
recognize  gain  as  if  the  property  had  been  sold  for  its  fair  market 
value  at  the  time  of  the  distribution  (sec.  704(c)(1)(B)). 

If  a  partnership  distributes  property  to  a  partner,  the  partner 
does  not  recognize  income  except  to  the  extent  any  cash  received  in 
the  distribution  exceeds  such  partner's  basis  for  his  partnership  in- 
terest. The  distributee  partner's  basis  in  distributed  property  is  de- 
termined by  reference  to  either  the  partnership's  basis  for  the 
property  or  the  partner's  basis  for  his  partnership  interest. 

Present  law  generally  does  not  require  a  partner  who  contributes 
appreciated  property  to  a  partnership  to  recognize  pre-contribution 
gain  upon  a  subsequent  distribution  of  other  property  to  that  part- 
ner even  if  the  value  of  that  other  property  exceeds  the  partner's 
basis  in  his  partnership  interest.  1 

Reasons  for  Change 

The  committee  is  concerned  that  a  partner  who  contributes  ap- 
preciated property  to  a  partnership  may  be  able  to  avoid  or  defer 
the  recognition  of  gain  with  respect  to  that  property  through  the 
mechanism  of  having  the  partnership  distribute  other  partnership 
property  to  him  in  partial  or  complete  redemption  of  his  interest 
while  the  partnership  continues  to  own  the  contributed  property. 


1  Present  law  does  limit  the  use  of  partnerships  to  make  disguised  sales  of  appreciated  proper- 
ty by  providing  that  if  there  is  a  direct  or  indirect  transfer  of  money  or  property  by  a  partner  to 
a  partnership,  and  a  related  transfer  of  money  or  other  property  by  the  partnership  to  the 
transferor  partner  or  another  partner,  and  the  transfers,  viewed  together,  are  properly  charac- 
terized as  a  sale  or  exchange  of  property,  then  the  transfers  are  treated  as  a  transaction  occur- 
ring between  the  partnership  and  a  non-partner,  or  between  non-partners  (sec.  707(a)(1)(B)). 
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Explanation  of  Provision 

The  provision  requires  a  partner  who  contributes  appreciated 
property  to  a  partnership  to  include  pre-contribution  gain  in 
income  to  the  extent  that  the  value  of  other  property  distributed 
by  the  partnership  to  that  partner  exceeds  his  adjusted  basis  in  his 
partnership  interest.  The  provision  applies  whether  or  not  the  con- 
tributing partner's  interest  in  the  partnership  is  reduced  in  connec- 
tion with  the  distribution.  Because  of  the  5-year  limitation  of 
present  law,  the  provision  can  apply  only  if  the  distribution  is 
made  within  5  years  after  the  contribution  of  the  appreciated  prop- 
erty. The  bill  provides  rules  for  taking  into  consideration  multiple 
contributions  by  the  same  partner  within  the  five-year  period  and 
generally  permits  the  netting  of  precontribution  losses  against  pre- 
contribution  gains.  Generally,  the  character  of  the  gain  or  loss  is 
determined  as  if  the  partnership  had  sold  the  distributed  property. 

Appropriate  basis  adjustments  are  to  be  made  in  the  basis  of  the 
distributee  partner's  interest  in  the  partnership  and  the  partner- 
ship's basis  in  the  contributed  property  to  take  account  of  gain  rec- 
ognized by  the  distributee  partner. 

Gain  recognition  generally  is  not  required  to  the  extent  the  part- 
nership distributes  property  which  had  been  contributed  by  the  dis- 
tributee partner.  If  the  property  distributed  consists  of  an  interest 
in  an  entity,  however,  gain  recognition  is  nevertheless  required  to 
the  extent  that  the  value  of  the  interest  in  the  entity  is  attributa- 
ble to  property  contributed  to  the  entity  after  the  interest  in  it  was 
contributed  to  the  partnership.  For  example,  contributing  partner 
A  is  required  to  recognize  pre-contribution  gain  in  the  following 
circumstances.  Partner  A  contributes  appreciated  asset  X  and  the 
stock  of  a  corporation  with  no  substantial  assets.  Partner  B  contrib- 
utes cash  in  an  amount  equal  to  the  value  of  appreciated  asset  X. 
The  partnership  thereupon  contributes  the  cash  it  received  from  B 
to  the  corporation,  and  then  distributes  the  stock  of  the  corporation 
(whose  value  is  increased  by  the  amount  of  the  cash)  back  to  A 
(within  5  years  of  A's  contribution).  Although  A  contributed  the 
stock  of  the  corporation  to  the  partnership,  he  is  subject  to  tax  on 
pre-contribution  gain  with  respect  to  asset  X.  Similarly,  the  bill 
provides  that  if  contributed  property  is  distributed  indirectly  to  a 
partner  other  than  its  contributor,  the  contributing  partner  is  sub- 
ject to  tax  on  the  pre-contribution  gain  as  if  the  property  had  been 
distributed  directly  rather  than  indirectly.  Thus,  if  in  the  above  ex- 
ample B  (rather  than  A)  had  contributed  stock  of  a  corporation  to 
the  partnership,  and  the  partnership  had  contributed  appreciated 
(  asset  X  to  the  corporation  and  distributed  the  stock  back  to  B,  A 
would  have  been  subject  to  tax  on  pre-contribution  gain  with  re- 
spect to  asset  X. 

! Effective  Date 
The  provision  applies  to  partnership  distributions  on  or  after 
June  25,  1992. 
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5.  Deny  Deduction  for  Club  Dues  (Sec.  3005  of  the  Bill  and  Sec.  274 

of  the  Code) 

Present  Law 

No  deduction  is  permitted  for  club  dues  unless  the  taxpayer  es- 
tablishes that  his  or  her  use  of  the  club  was  primarily  for  the  fur- 
therance of  the  taxpayer's  trade  or  business  and  the  specific  ex- 
pense was  directly  related  to  the  active  conduct  of  that  trade  or 
business.  No  deduction  is  permitted  for  an  initiation  or  similar  fee 
that  is  payable  only  upon  joining  a  club  if  the  useful  life  of  the  fee 
extends  over  more  than  one  year.  Such  initiation  fees  are  nonde- 
ductible capital  expenditures. 1 

Reasons  for  Change 

Under  present  law,  taxpayers  can  obtain  a  tax  deduction  for  dues 
for  a  club  (such  as  a  country  club)  with  respect  to  which  a  signifi- 
cant element  of  personal  pleasure  and  enjoyment  is  present.  The 
committee  believes  that  it  is  inappropriate  to  permit  a  deduction 
for  such  expenditures.  Denying  all  deductions  for  club  dues  also 
simplifies  present  law,  in  that  a  strict  nondeductibility  rule  is 
easier  to  comply  with  than  the  present-law  rule  requiring  an  as- 
sessment of  the  primary  purpose  of  the  use  of  the  club. 

Explanation  of  Provision 

Under  the  bill,  no  deduction  is  permitted  for  club  dues.  This  rule 
applies  to  all  types  of  clubs:  business,  social,  athletic,  luncheon,  or 
sporting  clubs.  Specific  business  expenses  (e.g.,  meals)  incurred  at  a 
club  would  be  deductible  only  to  the  extent  they  otherwise  satisfy 
present-law  standards  for  deductibility. 

Effective  Date 

The  provision  is  effective  for  club  dues  paid  after  the  date  of  en- 
actment. 

6.  Five-Year  Extension  of  Estate  and  Gift  Tax  Rates  (Sec.  3006  of 
the  Bill  and  Sec.  2001  of  the  Code) 

Present  Law 

The  Federal  estate  and  gift  taxes  are  unified  so  that  a  single  pro- 
gressive rate  schedule  is  applied  to  an  individual's  cumulative  gifts 
and  bequests.  The  generation-skipping  transfer  tax  is  computed  by 
reference  to  the  maximum  Federal  estate  tax  rate. 

For  1992,  the  Federal  estate  and  gift  tax  rates  begin  at  18  per- 
cent on  the  first  $10,000  of  taxable  transfers  and  reach  55  percent 
on  taxable  transfers  in  excess  of  $3  million.  For  transfers  occurring 
after  1992,  the  maximum  Federal  estate  and  gift  tax  rates  are 
scheduled  to  decline  to  50  percent  on  taxable  transfers  over  $2.5 
million. 


1  Kenneth  D.  Smith,  24  TCM  899  (1965). 
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In  addition,  the  benefit  of  the  graduated  rates  and  the  unified 
credit  is  phased-out  for  at  a  5-percent  rate  for  taxable  transfers  in 
excess  of  $10,000,000  and  $21,040,000. 

Reasons  for  Change 

It  is  inappropriate  to  permit  revenue  from  existing  taxes  to  be 
reduced  at  a  time  when  additional  revenues  are  needed  to  reduce 
the  budget  deficit. 

Explanation  of  Provision 

The  bill  defers  for  five  years  the  estate  and  gift  tax  rate  reduc- 
tions that  were  scheduled  to  take  effect  after  1992  until  after  1997. 
Also,  the  rate  of  tax  on  generation  skipping  transfers  remains  at  55 
percent  until  after  1997. 

Effective  Date 

The  provision  is  effective  for  decedents  dying,  gifts  made,  and 
generation  skipping  transfers  occurring  after  December  31,  1992. 

7.  Deduction  for  Moving  Expenses  (Sec.  3007  of  the  Bill  and  Sec. 

217  of  the  Code) 

Present  Law 

An  employee  or  self-employed  individual  may  claim  a  deduction 
from  gross  income  for  certain  expenses  incurred  as  a  result  of 
moving  to  a  new  residence  in  connection  with  beginning  work  at  a 
new  location  (sec.  217).  The  deduction  is  not  subject  to  the  floor 
that  generally  limits  a  taxpayer's  allowable  miscellaneous  itemized 
deductions  to  those  amounts  that  exceed  2  percent  of  his  or  her  ad- 
justed gross  income.  Any  amount  received  directly  or  indirectly  by 
such  individual  as  a  reimbursement  of  moving  expenses  must  be 
included  in  the  taxpayer's  gross  income  as  compensation  (sec.  82). 
The  taxpayer  may  offset  this  income  by  deducting  the  moving  ex- 
penses that  would  otherwise  qualify  as  deductible  items  under  sec. 
217. 

Deductible  moving  expenses  are  the  expenses  of  transporting  the 
taxpayer  and  members  of  his  household,  their  household  goods,  and 
their  personal  effects  from  the  old  to  the  new  residence;  the  cost  of 
meals  and  lodging  en  route;  the  expense  for  pre-move  househunt- 
ing trips;  temporary  living  expenses  for  up  to  30  days  (90  days  in 
the  case  of  foreign  moves) 1  in  the  general  location  of  the  new  job; 
and  certain  expenses  related  to  both  the  sale  of  or  settlement  of  a 
lease  on  the  old  residence  and  the  purchase  of  a  new  residence  in 
the  general  location  of  the  new  job. 

The  moving  expense  deduction  is  subject  to  a  number  of  limita- 
tions. A  maximum  of  $1,500  can  be  deducted  for  pre-move  house- 
hunting and  temporary  living  expenses  in  the  general  location  of 
the  new  job.  A  maximum  of  $3,000  (reduced  by  any  deduction 
claimed  for  househunting  or  temporary  living  expenses)  can  be  de- 


1  Section  217(h)(3)  defines  a  foreign  move  as  the  commencement  of  work  by  the  taxpayer  at  a 
new  principal  place  of  work  located  outside  the  United  States. 
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ducted  for  certain  qualified  expenses  for  the  sale  and  purchase  of  a 
residence  or  settlement  of  a  lease.  For  foreign  moves,  the  above 
limits  are  $4,500  and  $6,000  respectively.  If  both  a  husband  and 
wife  begin  new  jobs  in  the  same  general  location,  the  move  is  treat- 
ed as  a  single  commencement  of  work.  If  a  husband  and  wife  file 
separate  returns,  the  maximum  deduction  available  to  each  is  one- 
half  the  amounts  otherwise  allowed. 

Also,  in  order  for  a  taxpayer  to  claim  a  moving  expense  deduc- 
tion, his  new  principal  place  of  work  has  to  be  at  least  35  miles 
farther  from  his  former  residence  than  was  his  former  principal 
place  of  work  (or  his  former  residence,  if  he  has  no  former  place  of 
work). 

Reasons  for  Change 

The  committee  believes  that  the  $5,000  cap  is  necessary  to  elimi- 
nate excessive  moving  expense  deductions.  Second,  the  committee 
believes  that  the  operation  of  the  deduction  will  be  streamlined  by 
the  repeal  of  the  separate  $1,500  and  $4,500  caps  on  pre-move  hou- 
sehunting and  temporary  living  expenses  in  the  general  location  of 
the  new  job.  Third,  the  committee  believes  that  reimbursed  moving 
expenses  should  be  afforded  equivalent  tax  treatment  to  most  other 
reimbursed  business  expenses,  namely,  they  should  be  treated  as 
an  above-the-line  deduction  to  the  extent  they  are  reimbursed  and 
included  in  the  gross  income  of  the  taxpayer.  This  results  in  a 
better  matching  of  income  and  related  deductions.  Finally,  the 
committee  believes  that  unreimbursed  moving  expenses  like  many 
other  itemized  deductions  should  be  subjected  to  the  2-percent  floor 
on  miscellaneous  itemized  deductions. 

Explanation  of  Provision 

The  bill  makes  four  changes  relating  to  the  deduction  for  moving 
expenses: 

(1)  The  $1,500  limit  ($4,500  limit  for  foreign  moves)  on  pre-move 
househunting  and  temporary  living  expenses  in  the  general  loca- 
tion of  the  new  job  is  repealed.  The  $3,000  limit  on  the  sum  of  pre- 
move  househunting  expenses,  temporary  living  expenses,  and  quali- 
fied expenses  for  the  sale  and  purchase  of  a  residence  or  settlement 
of  a  lease  is  retained.  For  foreign  moves,  this  latter  limit  is  reduced 
to  $5,000. 

(2)  An  overall  $5,000  cap  is  imposed  on  allowable  moving  ex- 
penses (including  expenses  subject  to  the  limit  for  househunting, 
temporary  living,  and  qualified  settlement  expenses)  for  each  quali- 
fied move  (including  foreign  moves). 

(3)  To  the  extent  that  moving  expenses  are  reimbursed  and  in- 
cluded in  the  gross  income  of  the  taxpayer  under  section  82,  the 
taxpayer  would  be  allowed  an  above-the-line  deduction  in  comput- 
ing adjusted  gross  income  under  section  62. 

(4)  To  the  extent  that  moving  expenses  are  unreimbursed,  the  de- 
duction is  made  subject  to  the  2-percent  floor  on  miscellaneous 
itemized  deductions. 
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Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1992. 

Subtitle  B.  Estimated  Tax  Provisions 

1.  Modify  Estimated  Tax  Requirements  for  Individuals  (Sec.  3101  of 
the  Bill  and  Sec.  6654  of  the  Code) 

Present  Law 

Under  present  law,  an  individual  taxpayer  generally  is  subject  to 
an  addition  to  tax  for  any  underpayment  of  estimated  tax.  An  indi- 
vidual generally  does  not  have  an  underpayment  of  estimated  tax 
if  he  or  she  makes  timely  estimated  tax  payments  at  least  equal  to: 
(1)  100  percent  of  the  tax  liability  of  the  prior  year  (the  "100  per- 
cent of  last  year's  liability  safe  harbor")  or  (2)  90  percent  of  the  tax 
liability  of  the  current  year.  Income  tax  withholding  from  wages  is 
considered  to  be  a  payment  of  estimated  taxes. 

In  addition,  for  taxable  years  beginning  after  1991  and  before 
1997,  the  100  percent  of  last  year's  liability  safe  harbor  generally  is 
not  available  to  a  taxpayer  that  (1)  has  an  adjusted  gross  income 
(AGI)  in  the  current  year  that  exceeds  the  taxpayer's  AGI  in  the 
prior  year  by  more  than  $40,000  ($20,000  in  the  case  of  a  separate 
return  by  a  married  individual)  and  (2)  has  an  adjusted  gross 
income  (AGI)  in  excess  of  $75,000  in  the  current  year  ($37,500  in 
the  case  of  a  separate  return  by  a  married  individual). 

Reasons  for  Change 

The  committee  believes  that  the  application  of  the  special  rule 
that  denies  the  use  of  the  100  percent  of  last  year's  liability  safe 
harbor  is  unduly  cumbersome.  In  order  to  simplify  the  calculation 
of  estimated  tax  requirements  for  individuals,  the  special  rule  is  re- 
placed with  a  new,  permanent  safe  harbor. 

Explanation  of  Provision 

The  special  rule  that  denies  the  use  of  the  100  percent  of  last 
year's  liability  safe  harbor  is  repealed  for  taxable  years  beginning 
after  1992.  In  addition,  the  100  percent  of  last  year's  liability  safe 
harbor  is  modified  to  be  a  115  percent  of  last  year's  liability  safe 
harbor. 

Thus,  under  the  bill,  for  taxable  years  beginning  after  1992,  any 
individual  generally  does  not  have  an  underpayment  of  estimated 
tax  if  he  or  she  makes  timely  estimated  tax  payments  at  least 
equal  to:  (1)  115  percent  of  the  tax  liability  of  the  prior  year  or  (2) 
90  percent  of  the  tax  liability  of  the  current  year. 

Individuals  are  allowed  to  elect  to  use  the  115  percent  of  last 
year's  liability  safe  harbor  for  1992.  Thus,  under  the  election,  for 
taxable  years  beginning  in  1992,  an  individual  that  is  denied  the 
use  of  the  100  percent  of  last  year's  liability  safe  harbor  because  of 
the  special  rule  generally  does  not  have  an  underpayment  of  esti- 
mated tax  if  he  or  she  makes  timely  estimated  tax  payments  at 
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least  equal  to:  (1)  115  percent  of  the  tax  liability  of  the  prior  year 
or  (2)  90  percent  of  the  tax  liability  of  the  current  year. 

Effective  Date 

The  provision  generally  is  effective  for  estimated  tax  payments 
applicable  to  taxable  years  beginning  after  December  31,  1992. 

2.  Modify  Estimated  Tax  Payment  Rules  for  Large  Corporations 
(Sec.  3102  of  the  Bill  and  Sec.  6655  of  the  Code) 

Present  Law 

A  corporation  is  subject  to  an  addition  to  tax  for  any  underpay- 
ment of  estimated  tax.  For  taxable  years  beginning  in  1993,  1994, 
1995,  and  1996,  a  corporation  does  not  have  an  underpayment  of 
estimated  tax  if  it  makes  four  equal  timely  estimated  tax  payments 
that  total  at  least  95  percent  of  the  tax  liability  shown  on  the 
return  for  the  current  taxable  year.  A  corporation  may  estimate  its 
current  year  tax  liability  based  upon  a  method  that  annualizes  its 
income  through  the  period  ending  with  either  the  month  or  the 
quarter  ending  prior  to  the  estimated  tax  payment  date. 

For  taxable  years  beginning  in  1992,  the  95  percent  requirement 
is  a  93  percent  requirement;  the  95  percent  requirement  becomes  a 
90  percent  requirement  for  taxable  years  beginning  in  1997  and 
thereafter. 

A  corporation  that  is  not  a  '  'large  corporation"  generally  may 
avoid  the  addition  to  tax  if  it  makes  four  timely  estimated  tax  pay- 
ments each  equal  to  at  least  25  percent  of  its  tax  liability  for  the 
preceding  taxable  year  (the  "100  percent  of  last  year's  liability  safe 
harbor").  A  large  corporation  may  use  this  rule  with  respect  to  its 
estimated  tax  payment  for  the  first  quarter  of  its  current  taxable 
year.  A  large  corporation  is  one  that  had  taxable  income  of  $1  mil- 
lion or  more  for  any  of  the  three  preceding  taxable  years. 

Reasons  for  Change 

The  committee  believes  that  corporate  estimated  tax  require- 
ments applicable  to  taxable  years  1993,  1994,  1995,  and  1996, 
should  be  made  permanent.  In  addition,  the  committee  believes 
that  in  order  to  simplify  and  rationalize  the  calculation  of  annua- 
lized income  for  corporate  estimated  tax  purposes,  an  additional  set 
of  annualization  periods  should  be  provided  and  applied  consistent- 

ly- 

Explanation  of  Provision 

For  taxable  years  beginning  after  1996,  a  corporation  that  does 
not  use  the  100  percent  of  last  year's  liability  safe  harbor  for  its 
estimated  tax  payments  is  required  to  base  its  estimated  tax  pay- 
ments on  95  percent  (rather  than  90  percent)  of  its  current  year 
tax  liability,  whether  such  liability  is  determined  on  an  actual  or 
annualized  basis. 

The  bill  does  not  change  the  present-law  availability  of  the  100 
percent  of  last  year's  liability  safe  harbor  for  large  or  small  corpo- 
rations. 
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In  addition,  the  bill  modifies  the  rules  relating  to  income  annua- 
lization  for  corporate  estimated  tax  purposes.  Under  the  bill,  an- 
nualized income  is  to  be  determined  based  on  the  corporation's  ac- 
tivity for  the  first  3  months  of  the  taxable  year  (in  the  case  of  the 
first  and  second  estimated  tax  installments);  the  first  6  months  of 
the  taxable  year  (in  the  case  of  the  third  estimated  tax  install- 
ment); and  the  first  9  months  of  the  taxable  year  (in  the  case  of  the 
fourth  estimated  tax  installment).  Alternatively,  a  corporation  may 
elect  to  determine  its  annualized  income  based  on  the  corporation's 
activity  for  either:  (1)  the  first  3  months  of  the  taxable  year  (in  the 
case  of  the  first  estimated  tax  installment);  the  first  4  months  of 
the  taxable  year  (in  the  case  of  the  second  estimated  tax  install- 
ment); the  first  7  months  of  the  taxable  year  (in  the  case  of  the 
third  estimated  tax  installment);  and  the  first  10  months  of  the  tax- 
able year  (in  the  case  of  the  fourth  estimated  tax  installment);  or 
(2)  the  first  3  months  of  the  taxable  year  (in  the  case  of  the  first 
estimated  tax  installment);  the  first  5  months  of  the  taxable  year 
(in  the  case  of  the  second  estimated  tax  installment);  the  first  8 
months  of  the  taxable  year  (in  the  case  of  the  third  estimated  tax 
installment);  and  the  first  11  months  of  the  taxable  year  (in  the 
case  of  the  fourth  estimated  tax  installment).  An  election  to  use 
either  of  the  annualized  income  patterns  described  in  (1)  or  (2) 
above  must  be  made  on  or  before  the  due  date  of  the  second  esti- 
mated tax  installment  for  the  taxable  year  for  which  the  election  is 
to  apply,  in  a  manner  prescribed  by  the  Secretary  of  the  Treasury. 

Effective  Date 

The  provision  is  effective  for  estimated  tax  payments  with  re- 
spect to  taxable  years  beginning  after  December  31,  1992. 

Subtitle  C.  Taxable  Year  Election  for  Partnerships,  S  Corpo- 
rations, and  Personal  Service  Corporations  (Secs.  3201-3204 
of  the  Bill  and  Secs.  280H,  444,  and  7519  of  the  Code) 

Present  Law 

|    In  general 

A  partnership  is  generally  required  for  Federal  income  tax  pur- 
poses to  use  the  taxable  year  that  is  used  by  a  majority  of  its  part- 
ners. An  S  corporation  is  generally  required  for  Federal  income  tax 
purposes  to  use  the  calendar  year  as  its  taxable  year.  A  personal 
service  corporation  also  is  generally  required  for  Federal  income 
tax  purposes  to  use  the  calendar  year  as  its  taxable  year.1 

A  partnership,  S  corporation,  or  personal  service  corporation, 
however,  may  elect  to  use  a  taxable  year  other  than  the  required 
|  taxable  year.  In  the  case  of  a  partnership,  S  corporation,  or  person- 
al service  corporation  that  is  adopting  a  taxable  year  or  changing  a 
taxable  year,  the  taxable  year  that  may  be  elected  generally  may 
r      not  result  in  a  deferral  period  of  more  than  three  months.  For  this 


1  For  this  purpose,  a  personal  service  corporation  is  defined  as  a  C  corporation  the  principal 
activity  of  which  is  the  performance  of  services  if  (1)  the  services  are  substantially  performed  by 
employee-owners,  and  (2)  more  vl  an  10  percent  of  the  stock  of  the  corporation  is  owned  by  em- 
ployee-owners. 


76 


purpose,  the  deferral  period  generally  is  the  number  of  months  be- 
tween (1)  the  beginning  of  the  taxable  year  of  the  partnership,  S 
corporation,  or  personal  service  corporation,  and  (2)  the  close  of  the 
first  required  taxable  year  that  ends  within  such  year. 

A  partnership,  S  corporation,  or  personal  service  corporation  is 
required  to  obtain  the  approval  of  the  Internal  Revenue  Service  in 
order  to  change  to  a  taxable  year  other  than  the  required  taxable 
year.  A  partnership,  S  corporation,  or  personal  service  corporation 
that  terminates  an  election  to  use  a  taxable  year  other  than  the 
required  taxable  year  may  not  make  an  election  for  any  subse- 
quent taxable  year. 

An  election  may  not  be  made  by  a  partnership,  S  corporation,  or 
personal  service  corporation  that  is  part  of  a  tiered  structure  other 
than  a  tiered  structure  that  is  comprised  of  one  or  more  partner- 
ships or  S  corporations,  all  of  which  have  the  same  taxable  year. 
An  electing  partnership,  S  corporation,  or  personal  service  corpora- 
tion that  becomes  part  of  a  proscribed  tiered  structure  is  consid- 
ered to  have  terminated  its  election. 

Required  payment  for  electing  partnerships  and  S  corporations 

A  partnership  or  S  corporation  that  elects  a  taxable  year  other 
than  the  required  taxable  year  is  required  to  make  a  payment  to 
the  Internal  Revenue  Service  (a  "required  payment")  that  is  de- 
signed to  compensate  the  Federal  government  for  the  deferral  of 
tax  that  results  from  the  use  of  a  taxable  year  other  than  the  re- 
quired taxable  year.  The  amount  of  the  required  payment  for  any 
taxable  year  for  which  an  election  is  in  effect  (an  '  'applicable  elec- 
tion year")  equals  the  excess  (if  any)  of  (1)  the  highest  rate  of  tax  in 
effect  under  section  1  of  the  Code  plus  1  percentage  point  multi- 
plied by  the  net  base  year  income  of  the  partnership  or  S  corpora- 
tion, over  (2)  the  net  required  payment  balance.  The  net  required 
payment  balance  is  the  aggregate  amount  of  required  payments 
less  refunds  of  required  payments  for  all  preceding  taxable  years 
for  which  an  election  was  in  effect. 

The  required  payment  is  due  on  May  15  of  the  calendar  year 
that  follows  the  calendar  year  in  which  the  applicable  election  year 
began.  The  required  payment  is  required  to  be  refunded  by  the  In- 
ternal Revenue  Service  if  certain  conditions  are  satisfied.  No  inter- 
est is  to  be  paid  by  the  Internal  Revenue  Service  with  respect  to  a 
refund  of  a  required  payment. 

Minimum  distribution  requirement  for  electing  personal  service  cor- 
porations 

A  personal  service  corporation  that  elects  a  taxable  year  other 
than  the  required  taxable  year  is  required  to  satisfy  a  minimum 
distribution  requirement  that  applies  to  applicable  amounts  paid 
by  the  personal  service  corporation.2  If  the  minimum  distribution 
requirement  is  not  satisfied  for  any  taxable  year  for  which  a  tax- 
able year  election  is  in  effect,  the  deduction  otherwise  allowed  for 


2  The  term  "applicable  amount"  generally  is  defined  as  any  amount  paid  to  an  employee- 
owner  that  is  includible  in  the  gross  income  of  the  employee-owner  other  than  any  dividend 
paid  by  the  personal  service  corporation  or  any  gain  from  the  sale  or  exchange  of  property  by 
the  employee-owner  to  the  personal  service  corporation. 
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applicable  amounts  paid  or  incurred  during  such  taxable  year  is 
limited  to  the  applicable  amounts  paid  during  the  deferral  period 
of  the  taxable  year  multiplied  by  a  ratio,  the  numerator  of  which  is 
the  number  of  months  in  the  taxable  year  and  the  denominator  of 
which  is  the  number  of  months  in  the  deferral  period  of  the  tax- 
able year. 

The  minimum  distribution  requirement  is  satisfied  with  respect 
to  a  taxable  year  only  if  the  applicable  amounts  paid  or  incurred 
during  the  deferral  period  of  the  taxable  year  equal  or  exceed  the 
lesser  of  (1)  the  applicable  amounts  paid  during  the  preceding  tax- 
able year  multiplied  by  a  ratio,  the  numerator  of  which  is  the 
number  of  months  in  the  deferral  period  of  the  taxable  year  and 
the  denominator  of  which  is  the  number  of  months  in  the  taxable 
year,  or  (2)  the  applicable  percentage  of  the  adjusted  taxable 
income  for  the  deferral  period  of  the  taxable  year. 

A  net  operating  loss  carryback  is  not  allowed  to  or  from  a  tax- 
able year  of  a  personal  service  corporation  for  which  a  taxable  year 
election  is  in  effect. 

Reasons  for  Change 

The  committee  believes  that  the  limitations  on  the  taxable  years 
that  may  be  elected  by  partnerships,  S  corporations,  and  personal 
service  corporations  have  resulted  in  an  excessive  burden  on  tax 
return  preparers  due  to  the  concentration  of  workload  during  a 
limited  portion  of  the  year.  In  order  to  more  evenly  spread  this 
workload  throughout  the  year,  the  committee  believes  that  a  part- 
nership, S  corporation,  or  personal  service  corporation  should  be  al- 
lowed to  elect  any  taxable  year,  provided  that  the  tax  benefit  from 
the  deferral  of  income  that  is  available  through  the  use  of  a  tax- 
able year  other  than  the  required  taxable  year  is  eliminated 
through  other  means. 

Explanation  of  Provision 

In  general 

The  bill  allows  a  partnership,  S  corporation,  or  personal  service 
corporation  to  elect  any  taxable  year  without  regard  to  the  length 
of  the  deferral  period  of  the  taxable  year  elected.  If  a  partnership, 
S  corporation,  or  personal  service  corporation,  however,  has  annual 
reports  or  statements  that  (1)  ascertain  the  income,  profit,  or  loss 
of  the  entity,  and  (2)  are  used  for  credit  purposes  or  are  provided  to 
the  partners,  shareholders,  or  other  proprietors  of  the  entity,  then 
the  entity  may  only  elect  a  taxable  year  that  covers  the  same 
i  period  as  such  annual  reports  or  statements. 

j     The  bill  also  repeals  the  provision  of  present  law  that  prohibits  a 
i  partnership,  S  corporation,  or  personal  service  corporation  from 
electing  a  taxable  year  other  than  the  required  taxable  year  if  an 
j  earlier  taxable  year  election  has  been  terminated.  The  bill  contin- 
'  ues  to  require  a  partnership,  S  corporation,  or  personal  service  cor- 
poration to  obtain  the  approval  of  the  Internal  Revenue  Service  in 
order  to  change  a  taxable  year  (including,  unlike  present  law,  a 
change  to  the  required  taxable  year). 
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The  committee  anticipates  that  the  Internal  Revenue  Service 
will  provide  a  procedure  by  which  a  partnership,  S  corporation,  or 
personal  service  corporation  may  expeditiously  obtain  the  approval 
of  the  Internal  Revenue  Service  in  order  to  change  a  taxable  year 
(for  example,  by  timely  filing  a  form  with  the  Internal  Revenue 
Service).  The  committee  anticipates  that  this  "automatic  consent" 
procedure  will  only  apply  to  a  partnership,  S  corporation,  or  per- 
sonal service  corporation  that  has  not  changed  its  taxable  year 
within  the  past  6  calendar  years,  except  that  the  6-year  limitation 
will  not  apply  to  any  partnership,  S  corporation,  or  personal  serv 
ice  corporation  that  has  changed  its  taxable  year  in  order  to 
comply  with  the  taxable  year  requirements  contained  in  the  Tax 
Reform  Act  of  1986. 

The  committee  also  anticipates  that  the  '  'automatic  consent"  pro- 
cedure will  require  any  net  operating  loss  of  a  personal  service  cor- 
poration that  arises  in  a  short  period  required  to  effect  a  change  in 
taxable  year  to  be  deducted  ratably  over  a  6-year  period  beginning 
with  the  first  taxable  year  after  the  short  period.  In  addition,  the 
committee  anticipates  that  the  "automatic  consent"  procedure  will 
require  any  excess  of  deductions  over  income  of  a  partnership  or  S 
corporation  that  arises  in  a  short  period  required  to  effect  a  change 
in  taxable  year  to  be  taken  into  account  by  the  partners  or  share- 
holders over  a  6-year  period  beginning  with  the  taxable  year  of  the 
partners  or  shareholders  that  includes  the  last  day  of  the  first  tax- 
able year  of  the  partnership  or  S  corporation  that  occurs  after  the 
short  period. 

The  bill  also  provides  that  a  taxable  year  election  is  to  remain  in 
effect  until  the  partnership,  S  corporation,  or  personal  service  cor- 
poration terminates  its  election  and  changes  to  the  required  tax- 
able year.3  A  change  from  a  taxable  year  that  is  not  a  required  to 
another  taxable  year  that  is  not  a  required  taxable  year  is  not 
treated  as  a  termination  of  the  taxable  year  election  unless  the  tax- 
able year  is  allowable  by  reason  of  a  business  purpose. 

The  bill  provides  that  a  partnership,  S  corporation,  or  personal 
service  corporation  is  not  to  be  considered  part  of  a  tiered  structure 
solely  because  a  trust  the  beneficiaries  of  which  use  the  calendar 
year  owns  an  interest  in  the  partnership,  S  corporation,  or  person- 
al service  corporation.  Consequently,  an  election  of  a  taxable  year 
other  than  the  required  taxable  year  may  be  made  by  a  partner- 
ship, S  corporation,  or  personal  service  corporation  with  respect  to 
which  a  trust  owns  an  interest  if  all  of  the  beneficiaries  of  the  trust 
use  the  calendar  year  and  the  partnership,  S  corporation,  or  per- 
sonal service  corporation  is  not  otherwise  considered  to  be  part  of  a 
proscribed  tiered  structure. 

Required  payment  for  electing  partnerships  and  S  corporations 

The  bill  increases  the  amount  of  the  required  payment  that  must 
be  made  by  a  partnership  or  S  corporation  that  elects  a  taxable 


3  As  under  present  law,  a  taxable  year  election  is  also  terminated  if:  (1)  the  entity  becomes 
part  of  a  proscribed  tiered  structure;  or  (2)  a  partnership  or  S  corporation  willfully  fails  to 
comply  with  the  required  payment  rules  described  below.  In  addition,  the  bill  authorizes  the 
Treasury  Department  to  issue  regulations  which  provide  for  the  termination  of  a  taxable  year 
election  if  the  entity  does  not  comply  with  the  annual  financial  statement  requirement  de- 
scribed above. 
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year  other  than  the  required  taxable  year  (including  any  partner- 
ship or  S  corporation  that  has  an  election  in  effect  on  the  date  of 
enactment  of  the  bill).  Under  the  bill,  the  amount  of  the  required 
payment  for  any  applicable  election  year  equals  the  excess  (if  any) 
of  (1)  the  highest  rate  of  tax  in  effect  under  section  1  of  the  Code  as 
of  the  close  of  the  first  required  taxable  year  ending  within  the  ap- 
plicable election  year  plus  2  percentage  points,  multiplied  by  the 
net  base  year  income  of  the  partnership  or  S  corporation,  over  (2) 
the  net  required  payment  balance. 

In  addition,  the  bill  requires  an  additional  required  payment  for 
any  new  applicable  election  year  of  a  partnership  or  S  corporation. 
For  this  purpose,  a  new  applicable  election  year  is  defined  as  any 
applicable  election  year  that  either  (1)  immediately  follows  a  tax- 
able year  for  which  a  taxable  year  election  was  not  in  effect,  or  (2) 
covers  a  different  period  than  the  preceding  taxable  year  by  reason 
of  a  change  in  the  taxable  year  elected.  If,  however,  the  applicable 
election  year  described  in  the  preceding  sentence  is  a  short  taxable 
year  that  does  not  include  the  last  day  of  a  required  taxable  year, 
then  the  new  applicable  election  year  is  the  taxable  year  immedi- 
ately following  the  short  taxable  year. 

In  the  case  of  a  new  applicable  election  year  that  does  not  result 
from  a  change  in  the  taxable  year  elected,  the  amount  of  the  addi- 
tional required  payment  equals  75  percent  of  the  amount  of  the  re- 
quired payment  for  such  applicable  election  year  (determined  with- 
out regard  to  the  additional  required  payment).  In  the  case  of  a 
new  applicable  election  year  that  results  from  a  change  in  the  tax- 
able year  elected,  the  amount  of  the  additional  required  payment 
equals  75  percent  of  the  excess  (if  any)  of  (1)  the  amount  of  the  re- 
quired payment  for  such  applicable  election  year  (determined  with- 
out regard  to  the  additional  required  payment),  over  (2)  the  amount 
of  the  required  payment  for  such  applicable  election  year  (deter- 
mined without  regard  to  the  additional  required  payment)  deter- 
mined by  using  the  deferral  ratio  and  the  deferral  period  that  ap- 
plied to  the  taxable  year  that  was  used  prior  to  the  change.4 

The  additional  required  payment  is  required  to  be  made  on  or 
before  September  15  of  the  calendar  year  in  which  the  new  applica- 
ble election  year  begins.  A  partnership  or  S  corporation  that  fails 
to  make  the  additional  required  payment  by  the  due  date  of  such 
payment  is  treated  as  having  terminated  the  taxable  year  election 
and  changed  to  the  required  taxable  year. 

In  determining  the  net  base  year  income  of  a  partnership  or  S 
corporation  for  purposes  of  the  required  payment  (including  the  ad- 
ditional required  payment),  the  base  year  is  defined  as  the  first  tax- 
able year  of  12  months  (or  52-53  weeks)  of  the  partnership  or  S  cor- 
poration that  precedes  the  applicable  election  year.5  In  addition,  in 


4  In  the  case  of  a  new  applicable  election  year  that  results  from  a  change  in  the  taxable  year 
elected,  an  additional  required  payment  is  required  only  if  the  deferral  period  of  the  new  appli- 
cable election  year  exceeds  the  deferral  period  of  the  former  applicable  election  year. 

5  The  Treasury  Department  is  authorized  to  promulgate  regulations  that  provide  for  the  appli- 
cation of  the  required  payment  rules  if  there  is  no  taxable  year  of  12  months  (or  52-53  weeks)  of 
the  partnership  or  S  corporation  that  precedes  the  applicable  election  year.  The  committee  an- 
ticipates that  these  regulations  will  annualize  the  results  of  any  short  taxable  year  that  is  used 
as  the  base  year. 
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the  case  of  a  new  applicable  election  year,  the  net  income  for  the 
base  year  is  to  be  increased  by  the  excess  (if  any)  of  (1)  the  applica- 
ble payments  taken  into  account  in  determining  net  income  for  the 
base  year,  over  (2)  120  percent  of  the  average  amount  of  applicable 
payments  made  during  the  3  taxable  years  immediately  preceding 
the  base  year.6 

The  bill  also  requires  interest  to  be  paid  by  the  Internal  Revenue 
Service  with  respect  to  a  refund  of  a  required  payment  but  only  for 
the  period  that  begins  on  the  date  that  the  refund  is  payable  and 
that  ends  on  the  date  of  the  payment  of  the  refund. 

Minimum  distribution  requirement  for  electing  personal  service  cor- 
porations 

The  bill  modifies  the  minimum  distribution  requirement  that 
must  be  satisfied  by  a  personal  service  corporation  that  elects  a 
taxable  year  other  than  the  required  taxable  year  (including  a  per- 
sonal service  corporation  that  has  an  election  in  effect  on  the  date 
of  enactment  of  the  bill).  The  minimum  distribution  requirement  is 
satisfied  with  respect  to  a  taxable  year  only  if  the  applicable 
amounts  paid  during  the  deferral  period  of  the  taxable  year  equal 
or  exceed  the  lesser  of  (1)  110  percent  of  the  applicable  amounts 
paid  during  the  first  preceding  taxable  year  of  12  months  (or  52-53 
weeks)  7  multiplied  by  a  ratio,  the  numerator  of  which  is  the 
number  of  months  in  the  deferral  period  of  the  taxable  year  and 
the  denominator  of  which  is  12,  or  (2)  110  percent  of  the  applicable 
percentage  of  the  adjusted  taxable  income  for  the  deferral  period  of 
the  taxable  year. 

The  bill  also  permits  a  personal  service  corporation  to  carry  back 
a  net  operating  loss  from  a  taxable  year  for  which  a  taxable  year 
election  was  not  in  effect  to  a  taxable  year  for  which  a  taxable  year 
election  was  in  effect. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1992. 


6  In  the  event  that  there  are  not  3  taxable  years  immediately  preceding  the  base  year,  the 
provision  is  to  apply  based  on  the  number  of  taxable  years  immediately  preceding  the  base  year. 

7  The  Treasury  Department  is  authorized  to  promulgate  regulations  that  provide  for  the  appli- 
cation of  the  minimum  distribution  requirement  if  there  is  no  preceding  taxable  year  of  12  f 
months  (or  52-53  weeks)  of  the  personal  service  corporation.  The  committee  anticipates  that 
these  regulations  will  annualize  the  results  of  any  short  year  that  is  taken  into  account  for  pur- 
poses of  these  rules. 
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TITLE  IV.  SIMPLIFICATION  PROVISIONS 

Subtitle  A.  Provisions  Relating  to  Individuals 

1.  Repeal  Supplemental  Young  Child  Credit  and  Supplemental 
Health  Insurance  Credit  Components  of  Earned  Income  Tax 
Credit  and  Increase  Basic  Credit  Rate  of  Earned  Income  Tax 
Credit  for  Taxpayers  with  Two  or  More  Qualifying  Children  (Sec. 
4101  of  the  Bill  and  Sec.  32  of  the  Code) 

Present  Law 

Eligible  low-income  workers  are  able  to  claim  a  refundable 
earned  income  tax  credit  (EITC)  of  up  to  17.6  percent  (18.4  percent 
for  taxpayers  with  more  than  one  qualifying  child)  of  the  first 
$7,520  of  earned  income  for  1992.  The  maximum  amount  of  credit 
for  1992  is  $1,324  ($1,384  for  taxpayers  with  more  than  one  qualify- 
ing child).  This  maximum  credit  is  reduced  by  12.57  percent  (13.14 
percent  for  taxpayers  with  more  than  one  qualifying  child)  of 
earned  income  (or  adjusted  gross  income,  if  greater)  in  excess  of 
$11,840.  The  EITC  is  totally  phased  out  for  workers  with  earned 
income  (or  adjusted  gross  income,  if  greater)  over  $22,370.  The  max- 
imum amount  of  earned  income  on  which  the  EITC  may  be 
claimed  and  the  income  threshold  for  the  phaseout  of  the  EITC  are 
indexed  for  inflation.  Earned  income  consists  of  wages,  salaries, 
other  employee  compensation,  and  net  self-employment  income. 

The  credit  rates  for  the  EITC  change  over  time  under  present 
law,  as  shown  in  the  following  table. 


Year 

One  qualifying  child- 
Credit  rate        Phaseout  rate 

Two  or  more 
qualifying 
children- 
Credit  rate 

Phaseout  rate 

1992  

  17.6  12.57 

18.4 

13.14 

1993  

  18.5  13.21 

19.5 

13.93 

1994  and  after 

  23.0  16.43 

25.0 

17.86 

A  supplemental  young  child  credit  is  available  to  taxpayers  with 
qualifying  children  under  the  age  of  one  year.  This  young  child 
credit  rate  is  5  percent  and  the  phase-out  rate  is  3.57  percent.  It  is 
computed  on  the  same  income  base  as  the  ordinary  EITC.  The  max- 
imum supplemental  young  child  credit  for  1992  is  $376.  If  a  taxpay- 
er claims  the  supplemental  young  child  credit,  the  child  that  quali- 
fies the  taxpayer  for  such  credit  is  not  a  qualifying  individual  for 
purposes  of  the  dependent  care  tax  credit  (sec.  21). 

A  supplemental  health  insurance  credit  is  available  to  taxpayers 
who  provide  health  insurance  coverage  for  their  qualifying  chil- 
dren. This  health  insurance  credit  rate  is  6  percent  and  the  phase- 
out  rate  is  4.285  percent.  It  is  computed  on  the  same  income  base 
as  the  ordinary  EITC,  but  the  credit  claimed  cannot  exceed  the  out- 
of-pocket  cost  of  the  health  insurance  coverage.  In  addition,  the 
taxpayer  is  denied  an  itemized  deduction  for  medical  expenses  of 
qualifying  insurance  coverage  up  to  the  amount  of  credit  claimed. 
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The  maximum  supplemental  health  insurance  credit  for  1992  is 

$451. 

Reasons  for  Change 

The  supplemental  young  child  credit  and  supplemental  health  in- 
surance credit  components  of  the  EITC  complicate  the  tax  filing 
and  compliance  process  for  lower-income  taxpayers.  Moreover, 
rules  to  prevent  taxpayers  from  claiming  these  supplemental  cred- 
its in  addition  to  other  tax  benefits  for  the  same  expenses  are 
somewhat  complex.  (For  example,  a  taxpayer  cannot  claim  both  the 
supplemental  young  child  credit  and  the  dependent  care  tax  credit 
for  expenses  relating  to  the  same  child.)  The  result  of  these  rules 
often  is  that  taxpayers  compute  the  tax  benefits  for  several  alter- 
natives to  determine  which  is  most  beneficial  before  they  file  their 
return.  The  compliance  burden  on  taxpayers  of  these  additional 
computations  may  be  substantial.  The  elimination  of  the  need  to 
perform  these  additional  computations  will  simplify  the  EITC. 

Providing  a  higher  basic  EITC  credit  rate  for  taxpayers  with  two 
or  more  qualifying  children  recognizes  the  equity  of  providing 
larger  tax  benefits  to  those  with  a  lesser  ability  to  pay  taxes.  A 
larger  gap  between  the  two  basic  credit  rates  than  currently  exists 
is  appropriate  in  light  of  the  larger  financial  resources  required  to 
maintain  larger  families. 

The  committee  is  concerned  that  large  numbers  of  low-income 
working  families  who  are  eligible  for  the  EITC  do  not  receive  the 
credit.  The  committee  believes  that  it  is  particularly  important  to 
ensure  that  families  that  are  making  the  transition  from  public  as- 
sistance and  job  training  programs  to  employment  should  be  made 
aware  of  the  EITC  and  how  to  receive  it. 

Explanation  of  Provision 

The  bill  repeals  the  supplemental  young  child  credit  and  the  sup- 
plemental health  insurance  credit  and  increases  the  basic  EITC 
rate  for  taxpayers  with  two  or  more  qualifying  children  as  shown 
in  the  following  table. 


Year 

One  qualifying  child- 

Two  or  more  qualifying  children- 

Credit  rate        Phaseout  rate 

Credit  rate 

Phaseout  rate 

1992  

  17.6  12.57 

22.2 

15.84 

1993  

18.5  13.21 

23.3 

16.64 

1994  and  after 

  23.0  16.43 

28.8 

20.58 

The  committee  directs  the  Secretary  of  HHS  to  ensure  that  all 
Title  IV-A  agencies  that  administer  the  AFDC,  JOBS,  and  related 
programs  notify  all  AFDC  recipients  who  report  earnings  or  who 
have  their  AFDC  cases  closed  due  to  earnings  about  the  EITC. 
State  agencies  should  provide  background  information  about  the 
EITC,  explain  how  to  receive  it  (including  the  advanced  payment 
option),  and  provide  referral  information  for  families  to  secure  the 
necessary  tax  forms  and  receive  assistance  in  filling  them  out. 
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Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1991. 

2.  Rollover  of  Gain  on  Sale  of  Principal  Residence  in  the  Case  of 
Multiple  Rollovers  and  in  Case  of  Divorce  or  Separation  (Sec. 
4102  of  the  Bill  and  Sec.  1034  of  the  Code) 

Present  Law 

No  gain  is  recognized  on  the  sale  of  a  principal  residence  if  a 
new  residence  at  least  equal  in  cost  to  the  sales  price  of  the  old  res- 
idence is  purchased  and  used  by  the  taxpayer  as  his  or  her  princi- 
pal residence  within  a  specified  period  of  time  (sec.  1034).  This  re- 
placement period  generally  begins  two  years  before  and  ends  two 
years  after  the  date  of  sale  of  the  old  residence.  The  basis  of  the 
replacement  residence  is  reduced  by  the  amount  of  any  gain  not 
recognized  on  the  sale  of  the  old  residence  by  reason  of  section 
1034. 

In  general,  nonrecognition  treatment  is  available  only  once 
during  any  two-year  period.  In  addition,  if  the  taxpayer  purchases 
more  than  one  residence  during  the  replacement  period  and  such 
residences  are  each  used  as  the  taxpayer's  principal  residence 
within  two  years  after  the  date  of  sale  of  the  old  residence,  only 
the  last  residence  so  used  is  treated  as  the  replacement  residence. 

Special  rules  apply,  however,  if  residences  are  sold  in  order  to  re- 
locate for  employment  reasons.  First,  the  number  of  times  nonrec- 
ognition treatment  is  available  during  a  two-year  period  is  not  lim- 
ited. Second,  if  a  residence  is  sold  within  two  years  after  the  sale  of 
the  old  residence,  the  residence  sold  is  treated  as  the  last  residence 
used  by  the  taxpayer  and  thus  as  the  only  replacement  residence. 

The  determination  whether  property  is  used  by  a  taxpayer  as  a 
principal  residence  depends  upon  all  the  facts  and  circumstances  in 
each  case,  including  the  good  faith  of  the  taxpayer.  No  safe  harbor 
is  provided  for  sales  of  principal  residences  incident  to  divorce  or 
marital  separation. 

Reasons  for  Change 

It  is  believed  that  the  rollover  provision  governing  the  sale  of  a 
principal  residence  is  unnecessarily  complex,  in  part  due  to  the  dif- 
ferent set  of  rules  that  applies  depending  on  whether  the  sale  is 
work-related.  The  bill  simplifies  the  rollover  provision  by  applying 
only  one  set  of  rules  to  the  sale  of  a  principal  residence  regardless 
of  whether  the  sale  is  work-related. 

Further,  in  the  case  of  a  divorce  or  marital  separation,  the  deter- 
mination of  principal  residence  for  one  or  both  spouses  may  be 
unduly  complex  for  both  the  taxpayer  and  the  Internal  Revenue 
Service.  The  creation  of  a  safe-harbor  rule  for  certain  sales  pursu- 
ant to  a  divorce  or  marital  separation  will  ease  administration  of 
the  law  while  still  preserving  the  policy  that  the  rollover  is  avail- 
able only  for  the  sale  of  an  individual's  principal  residence. 
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Explanation  of  Provision 

Under  the  bill,  gain  is  rolled  over  from  one  residence  to  another 
residence  in  the  order  the  residences  are  purchased  and  used,  re- 
gardless of  the  taxpayer's  reasons  for  the  sale  of  the  old  residence. 
In  addition,  gain  may  be  rolled  over  more  than  once  within  a  two- 
year  period.  Thus,  the  rules  that  formerly  applied  only  if  a  taxpay- 
er sold  his  residence  in  order  to  relocate  for  employment  purposes 
will  apply  in  all  cases.  As  under  present  law,  the  basis  of  each  suc- 
ceeding residence  is  reduced  by  the  amount  of  gain  not  recognized 
on  the  sale  of  the  prior  residence. 

Also,  the  bill  provides  a  safe  harbor  in  the  determination  of  prin- 
cipal residence  in  certain  cases  incident  to  divorce  or  marital  sepa- 
ration. Specifically,  the  bill  provides  that  a  residence  is  treated  as 
the  taxpayer's  principal  residence  at  the  time  of  sale  if  (1)  the  resi- 
dence is  sold  pursuant  to  a  divorce  or  marital  separation  and  (2) 
the  taxpayer  used  such  residence  as  his  or  her  principal  residence 
at  any  time  during  the  two-year  period  ending  on  the  date  of  sale. 

Effective  Date 

The  provision  applies  to  sales  of  old  residences  (within  the  mean- 
ing of  section  1034)  after  the  date  of  enactment. 

3.  De  Minimis  Exception  to  Passive  Loss  Rules  (Sec.  4103  of  the  Bill 
and  Sec.  469  of  the  Code) 

Present  Law 

The  passive  loss  rules  limit  deductions  and  credits  from  passive 
trade  or  business  activities.  Deductions  from  passive  activities,  to 
the  extent  they  exceed  income  from  passive  activities,  generally  j 
may  not  be  deducted  against  other  income,  such  as  wages,  portfolio 
income,  or  business  income  that  is  not  from  a  passive  activity.  De-  j 
ductions  that  are  suspended  under  this  rule  are  carried  forward 
and  treated  as  deductions  from  passive  activities  in  the  next  year. 
The  suspended  losses  from  a  passive  activity  are  allowed  in  full 
when  a  taxpayer  disposes  of  the  entire  interest  in  the  passive  activ- 
ity to  an  unrelated  person. 

Passive  activities  are  defined  to  include  trade  or  business  activi- 
ties  in  which  the  taxpayer  does  not  materially  participate.  Material 
participation  requires  a  taxpayer  to  be  involved  in  the  operations 
of  the  activity  on  a  regular,  continuous  and  substantial  basis. 

Rental  activities  are  also  included  in  the  definition  of  passive  ac-  j 
tivities.  A  special  rule  permits  the  deduction  of  up  to  $25,000  of 
losses  from  certain  rental  real  estate  activities  in  which  the  tax- 
payer actively  participates  (even  though  the  activities  are  consid- 
ered  passive)  for  taxpayers  with  adjusted  gross  incomes  of  $100,000  j 
or  less.  This  deduction  is  phased  out  for  taxpayers  with  adjusted 
gross  incomes  between  $100,000  and  $150,000.  A  rental  activity  is 
defined  as  any  activity  where  payments  are  principally  for  the  use 
of  tangible  property. 
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Reasons  for  Change 

A  taxpayer  who  has  a  very  small  amount  of  passive  losses  that 
are  disallowed  for  the  year  is  required  to  carry  forward  the  disal- 
lowed losses  to  the  next  year.  In  the  case  of  certain  small  amounts 
of  passive  losses  that  cannot  otherwise  be  deducted  in  the  current 
taxable  year,  the  bill  permits  the  deduction  and  eliminates  the 
need  to  keep  records  of  the  carryforward. 

Explanation  of  Provision 

The  bill  creates  a  $200  de  minimis  exception  to  the  rule  disallow- 
ing net  passive  activity  losses.  Under  the  exception,  a  taxpayer  who 
is  an  individual  and  whose  total  net  passive  activity  losses  for  the 
year  do  not  exceed  $200  for  the  taxable  year  generally  may  deduct 
such  losses  for  the  year.  The  exception  also  applies  to  estates  for 
the  first  two  taxable  years  following  the  decedent's  death.  Similar- 
ly to  the  present-law  rules  applicable  to  the  $25,000  exception,  the 
amount  under  the  exception  provided  in  the  bill  is  $100  in  the  case 
of  a  married  taxpayer  filing  a  separate  return,  and  the  exception  is 
not  available  in  the  case  of  a  married  taxpayer  filing  a  separate 
return  who  does  not  live  apart  from  his  spouse  at  all  times  during 
the  taxable  year. 

The  $200  exception  is  available  only  for  taxpayers  with  net  pas- 
sive activity  losses  totalling  $200  or  less;  a  taxpayer  with  $300  of 
passive  losses  for  the  year,  for  example,  is  not  eligible  for  the  $200 
exception.  The  $200  exception  is  applied  after  determining  the  tax- 
payer's net  passive  activity  loss  for  the  year  (which  includes  taking 
into  account  suspended  losses  from  prior  years),  but  before  taking 
the  $25,000  allowance  for  rental  real  estate.  Thus,  for  example,  if  a 
taxpayer  has  $500  of  losses  from  rental  real  estate,  he  is  not  eligi- 
ble for  the  $200  exception  but  may  be  eligible  for  the  $25,000  excep- 
tion (assuming  he  otherwise  meets  the  requirements  of  the  $25,000 
exception).  In  all  other  respects,  the  $200  exception  is  applied  after 
all  other  applicable  rules  under  the  passive  loss  rule. 

The  $200  exception  does  not  apply  with  respect  to  passive  activi- 
ty credits. 

The  $200  exception  does  not  apply  with  respect  to  items  from 
publicly  traded  partnerships,  to  which  the  passive  loss  rule  has  sep- 
arate application  under  present  law. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,1991. 

4.  Permit  Payment  of  Taxes  by  Credit  Card  (Sec.  4104  of  the  Bill 
and  Sec.  6311  of  the  Code) 

Present  Law 

Payment  of  taxes  may  be  made  by  check  or  money  order,  to  the 
extent  and  under  the  conditions  provided  by  regulations. 


56-851  0-92-4 
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Reasons  for  Change 

Credit  cards  are  a  commonly  used  and  reliable  form  of  payment. 
Some  taxpayers  may  find  paying  taxes  by  credit  card  more  conven-  I 
ient  than  paying  by  check  or  money  order. 

1 

Explanation  of  Provision 

The  bill  permits  payment  of  taxes  by  credit  card,  to  the  extent 
and  under  the  conditions  provided  by  regulations. 

Effective  Date 
The  provision  is  effective  on  January  1,  1992. 

5.  Election  by  Parent  To  Claim  Unearned  Income  of  Certain  Chil- 
dren on  Parent's  Return  (Sec.  4105  of  the  Bill  and  Sees.  1(g)(7) 
and59(jXDof  theCode) 

Present  Law 

The  net  unearned  income  of  a  child  under  14  years  of  age  is 
taxed  to  the  child  at  the  parents'  statutory  rate.  Net  unearned 
income  means  unearned  income  less  the  sum  of  $500  and  the  great- 
er of:  (1)  $500  of  the  standard  deduction  or  $500  of  itemized  deduc- 
tions or  (2)  the  amount  of  allowable  deductions  directly  connected 
with  the  production  of  the  unearned  income.  The  dollar  amounts 
are  adjusted  for  inflation  occurring  after  1987. 

In  certain  circumstances,  a  parent  may  elect  to  include  a  child's 
unearned  income  on  the  parent's  income  tax  return  if  the  child's 
income  is  less  than  $5,000.  A  parent  making  this  election  must  in- 
clude the  gross  income  of  the  child  in  excess  of  $1,000  in  income  for 
the  taxable  year.  In  addition,  the  parent  must  report  an  additional 
tax  liability  equal  to  the  lesser  of  (1)  $75  or  (2)  15  percent  of  the  || 
excess  of  the  child's  income  over  $500.  The  dollar  amounts  for  the 
election  are  not  adjusted  for  inflation. 

A  person  claimed  as  a  dependent  cannot  claim  a  standard  deduc- 
tion exceeding  the  greater  of  $500  or  such  person's  earned  income. 
For  alternative  minimum  tax  purposes,  the  exemption  of  a  child 
under  14  years  of  age  generally  cannot  exceed  the  sum  of  such 
child's  earned  income  plus  $1,000.  The  $500  amount  is  adjusted  for 
inflation  occurring  after  1987  but  the  $1,000  amount  is  not. 

Reasons  for  Change 

The  election  by  a  parent  to  include  a  child's  unearned  income  on 
a  return  is  intended  to  eliminate  the  need  to  file  a  separate  return 
for  a  child  without  reducing  the  family's  total  tax  liability.  Index- 
ation of  the  underlying  dollar  amounts  simplifies  return  prepara- 
tion by  making  the  election  available  to  more  taxpayers. 

The  restriction  upon  the  exemption  allowed  to  a  child  for  alter- 
native minimum  tax  purposes  is  intended  to  treat  the  family  the 
same  as  if  the  child's  income  had  been  included  on  the  parent's 
return.  Indexation  of  this  exemption  amount  achieves  this  goal  and 
simplifies  transfers  by  removing  a  tax  consideration  influencing 
the  ownership  of  property  within  the  family. 
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Explanation  of  Provision 

The  bill  adjusts  for  inflation  occurring  after  1987,  the  dollar 
amounts  involved  in  the  election  to  claim  unearned  income  on  the 
parent's  return.  It  likewise  indexes  the  $1,000  amount  used  in  com- 
puting the  child's  alternative  minimum  tax. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 

6.  Simplified  Foreign  Tax  Credit  Limitation  for  Individuals  (Sec. 
4106  of  the  Bill  and  Sec.  904  of  the  Code) 

Present  Law 

In  order  to  compute  the  foreign  tax  credit,  a  taxpayer  computes 
foreign  source  taxable  income  and  foreign  taxes  paid  in  each  of  the 
applicable  separate  foreign  tax  credit  limitation  categories.  In  the 
case  of  an  individual,  this  requires  the  filing  of  IRS  Form  1116,  de- 
signed to  elicit  sufficient  information  to  perform  the  necessary  cal- 
culations. 

In  many  cases,  individual  taxpayers  who  are  eligible  to  credit 
foreign  taxes  may  have  only  a  modest  amount  of  foreign  source 
gross  income,  all  of  which  is  income  from  investments  (e.g.,  divi- 
dends from  a  foreign  corporation  subject  to  foreign  withholding 
taxes  or  dividends  from  a  domestic  mutual  fund  that  can  pass 
through  its  foreign  taxes  to  the  shareholder  (see  sec.  853)).  Taxable 
income  of  this  type  ordinarily  is  subject  to  the  single  foreign  tax 
credit  limitation  category  known  as  passive  income.  However, 
under  certain  circumstances,  the  Code  treats  investment-type 
income  (e.g.,  dividends  and  interest)  as  income  in  several  other  sep- 
arate limitation  categories  (e.g.,  high  withholding  tax  interest 
income,  general  limitation  income)  designed  to  accomplish  certain 
policy  objectives  or  forestall  certain  abuses.  For  this  reason,  any 
taxpayer  with  foreign  source  gross  income  is  required  to  provide 
sufficient  detail  on  Form  1116  to  ensure  that  foreign  source  taxable 
income  from  investments,  as  well  as  all  other  foreign  source  tax- 
able income,  is  allocated  to  the  correct  limitation  category. 

Reasons  for  Change 

The  committee  believes  that  a  significant  number  of  individuals 
are  entitled  to  credit  relatively  small  amounts  of  foreign  tax  im- 
j   posed  at  modest  effective  tax  rates  on  foreign  source  investment 
i  income.  For  taxpayers  in  this  class,  applicable  foreign  tax  credit 
1  limitations  typically  exceed  the  amounts  of  taxes  paid.  Therefore, 
relieving  these  taxpayers  from  application  of  the  full  panoply  of 
foreign  tax  credit  rules  may  achieve  significant  reduction  in  the 
I  complexity  of  the  tax  law  without  significantly  altering  actual  tax 
liabilities.  At  the  same  time,  however,  the  committee  believes  that 
the  benefits  of  simplified  treatment  should  be  limited  to  cover 
those  cases  where  the  taxpayer  is  receiving  a  payee  statement 
;  showing  the  amount  of  the  foreign  source  income  and  the  foreign 
tax. 
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Explanation  of  Provision 

The  bill  allows  individuals  with  no  more  than  $200  of  creditable 
foreign  taxes,  and  no  foreign  source  income  other  than  income  that 
is  in  the  passive  basket,  to  elect  a  simplified  foreign  tax  credit  limi- 
tation equal  to  the  lesser  of  25  percent  of  the  individual's  foreign 
source  gross  income  or  the  amount  of  the  creditable  foreign  taxes 
paid  or  accrued  by  the  individual  during  the  taxable  year.  (The 
committee  intends  that  an  individual  electing  this  simplified  limi- 
tation calculation  not  be  required  to  file  Form  1116  in  order  to 
obtain  the  benefit  of  the  credit.)  A  person  who  elects  the  simplified 
foreign  tax  credit  limitation  is  not  allowed  a  credit  for  any  foreign 
tax  not  shown  on  a  payee  statement  (as  that  term  is  defined  in  sec. 
6724(d)(2))  furnished  to  him  or  her.  Nor  is  the  person  entitled  to 
treat  any  excess  credits  for  a  taxable  year  to  which  the  election  ap- 
plied as  a  carryover  to  another  taxable  year.  Because  the  limita- 
tion for  a  taxable  year  to  which  the  election  applies  can  be  no  more 
than  the  creditable  foreign  taxes  actually  paid  for  the  taxable  year, 
it  is  also  the  case  under  the  bill  that  no  excess  credits  from  another 
year  can  be  carried  over  to  the  taxable  year  to  which  the  election 
applies. 

For  purposes  of  the  simplified  limitation,  passive  income  general- 
ly is  defined  to  include  all  types  of  income  that  would  be  foreign 
personal  holding  company  income  under  the  subpart  F  rules,  plus 
income  inclusions  from  passive  foreign  corporations  (as  defined  by 
the  bill),  so  long  as  the  income  is  shown  on  a  payee  statement  fur- 
nished to  the  individual.  Thus,  for  purposes  of  the  simplified  limita- 
tion, passive  income  includes  all  dividends,  interest  (and  income 
equivalent  to  interest),  royalties,  rents,  and  annuities;  net  gains 
from  dispositions  of  property  giving  rise  to  such  income;  net  gains 
from  certain  commodities  transactions;  and  net  gains  from  foreign 
currency  transactions  that  give  rise  to  foreign  currency  gains  and 
losses  as  defined  in  section  988.  The  statutory  exceptions  to  treat- 
ing these  types  of  income  as  passive  for  foreign  tax  credit  limita- 
tion purposes,  such  as  the  exceptions  for  high-taxed  income  and 
high-withholding-tax  interest,  are  not  applicable  in  determining  eli- 
gibility to  use  the  simplified  limitation. 

Although  an  estate  or  trust  generally  computes  taxable  income 
and  credits  in  the  same  manner  as  in  the  case  of  an  individual 
(Code  sec.  641(b);  Treas.  Reg.  sec.  1.641(b)-l),  the  simplified  limita- 
tion does  not  apply  to  an  estate  or  trust. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 

7.  Personal  Transactions  by  Individuals  in  Foreign  Currency  (Sec. 
4107  of  the  bill  and  Sec.  988  of  the  Code) 

Present  Law 

When  a  U.S.  taxpayer  with  a  dollar  functional  currency  makes  a 
payment  in  a  foreign  currency,  gain  or  loss  (referred  to  as  1  'ex- 
change gain  or  loss")  arises  from  any  change  in  the  value  of  the  . 
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foreign  currency  relative  to  the  U.S.  dollar  between  the  time  the 
currency  was  acquired  (or  the  obligation  to  pay  was  incurred)  and 
the  time  that  the  payment  is  made.  Gain  or  loss  results  because 
foreign  currency,  unlike  the  U.S.  dollar,  is  treated  as  property  for 
Federal  income  tax  purposes. 

Exchange  gain  or  loss  can  arise  in  the  course  of  a  trade  or  busi- 
ness or  in  connection  with  an  investment  transaction.  Exchange 
gain  or  loss  can  also  arise  where  foreign  currency  was  acquired  for 
personal  use.  For  example,  the  IRS  has  ruled  that  a  taxpayer  who 
converts  U.S.  dollars  to  a  foreign  currency  for  personal  use — while 
traveling  abroad — realizes  exchange  gain  or  loss  on  reconversion  of 
appreciated  or  depreciated  foreign  currency  (Rev.  Rul.  74-7,  1974-1 
C.B.  198). 

Prior  to  the  Tax  Reform  Act  of  1986  (the  "1986  Act"),  most  of  the 
rules  for  determining  the  Federal  income  tax  consequences  of  for- 
eign currency  transactions  were  embodied  in  a  series  of  court  cases 
and  revenue  rulings  issued  by  the  Internal  Revenue  Service 
("IRS").  Additional  rules  of  limited  application  were  provided  by 
Treasury  regulations  and,  in  a  few  instances,  statutory  provisions. 
Pre-1986  law  was  believed  to  be  unclear  regarding  the  character, 
the  timing  of  recognition,  and  the  source  of  gain  or  loss  due  to  fluc- 
tuations in  the  exchange  rate  of  foreign  currency.  The  result  of 
prior  law  was  uncertainty  of  tax  treatment  for  many  legitimate 
transactions,  as  well  as  opportunities  for  tax-motivated  transac- 
tions. Therefore,  in  1986  Congress  determined  that  a  comprehen- 
sive set  of  rules  should  be  provided  for  the  U.S.  tax  treatment  of 
transactions  involving  "nonfunctional  currencies;"  that  is,  curren- 
cies other  than  the  taxpayer's  "functional  currency." 

However,  the  1986  Act  provisions  designed  to  clarify  the  treat- 
ment of  currency  transactions,  primarily  found  in  section  988, 
apply  to  transactions  entered  into  by  an  individual  only  to  the 
extent  that  expenses  attributable  to  such  transactions  would  be  de- 
ductible under  section  162  (as  a  trade  or  business  expense)  or  sec- 
tion 212  (as  an  expense  of  producing  income,  other  than  expenses 
incurred  in  connection  with  the  determination,  collection,  or 
refund  of  taxes).  Therefore,  the  principles  of  pre-1986  law  continue 
to  apply  to  personal  currency  transactions. 1 

Reasons  for  Change 

An  individual  who  lives  or  travels  abroad  generally  cannot  use 
U.S.  dollars  to  make  all  of  the  purchases  incident  to  ordinary  daily 
life.  Instead,  the  local  currency  must  often  be  used,  yet  the  individ- 
ual will  not  be  treated  for  tax  purposes  as  having  changed  his  or 
her  functional  currency  to  the  local  currency.  If  it  were  necessary 
to  treat  foreign  currency  in  this  instance  as  property  giving  rise  to 
U.S.  dollar  income  or  loss  every  time  it  was,  in  effect,  "bartered" 
for  goods  or  services,  the  U.S.  individual  living  in  or  visiting  a  for- 
eign country  would  have  a  significant  administrative  burden  that 
may  bear  little  or  no  relation  to  whether  U.S.-dollar  measured 


1  See,  e.g.,  Rev.  Rul.  90-79,  1990-2  C.B.  187  (where  the  taxpayer  purchased  a  house  in  a  for- 
eign country,  financed  by  a  foreign  currency  loan,  and  the  currency  appreciates  before  the 
house  is  sold  and  the  loan  is  repaid,  the  taxpayer's  exchange  loss  on  repayment  of  the  loan  is 
not  deductible  under  sec.  165  and  does  not  offset  taxable  gain  on  the  sale  of  the  house). 
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income  has  increased  or  decreased.  An  analogous  issue  arises  for  a 
corporation  that  has  a  qualified  business  unit  ("QBU")  in  a  foreign 
country  but  nevertheless  uses  the  U.S.  dollar  as  its  functional  cur- 
rency pursuant  to  section  986(b)(3).  Complexity  concerns  aside,  Con- 
gress could  have  required  in  that  case  that  gain  or  loss  be  comput- 
ed on  each  transaction  carried  out  in  the  local  currency.  Instead, 
however,  Congress  directed  the  Treasury  to  adopt  a  method  of 
translation  of  the  QBU's  results  that  merely  approximates  the  re- 
sults of  determining  exchange  gain  or  loss  on  a  transaction-by- 
transaction  basis.2  The  committee  believes  that  individuals  also 
should  be  given  relief  from  the  requirement  to  keep  track  of  gains 
on  an  actual  transaction-by-transaction  basis  in  certain  cases. 

Explanation  of  Provision 

In  a  case  where  an  individual  acquires  nonfunctional  currency 
and  then  disposes  of  it  in  a  personal  transaction,  and  where  ex- 
change rates  have  changed  in  the  intervening  period,  the  bill  pro- 
vides for  nonrecognition  of  an  individual's  resulting  exchange  gain 
not  exceeding  $200.  The  bill  does  not  change  the  treatment  of  re- 
sulting exchange  losses.  The  committee  understands  that  under 
other  Code  provisions,  such  losses  typically  are  not  deductible  by 
individuals  (e.g.,  sec.  165(c)). 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 

8.  Make  Income  Tax  Withholding  Rules  Parallel  to  Rules  for  Exclu- 
sion From  Income  for  Combat  Pay  (Sec.  4108  of  the  Bill  and  Sec. 
3401(a)(1)  of  the  Code) 

Present  Law 

Exclusion  for  combat  pay 

Gross  income  does  not  include  certain  combat  pay  of  members  of 
the  Armed  Forces  (sec.  112).  If  enlisted  personnel  serve  in  a  combat 
zone  during  any  part  of  any  month,  military  pay  for  that  month  is 
excluded  from  gross  income  (special  rules  apply  if  enlisted  person- 
nel are  hospitalized  as  a  result  of  injuries,  wounds,  or  disease  in- 
curred in  a  combat  zone).  In  the  case  of  commissioned  officers, 
these  exclusions  from  income  are  limited  to  $500  per  month  of  mili- 
tary pay. 

Income  tax  withholding 

There  is  no  income  tax  withholding  with  respect  to  military  pay 
for  a  month  in  which  a  member  of  the  Armed  Forces  of  the  United 
States  is  entitled  to  the  benefits  of  section  112  (sec.  3401(a)(2)).  With 
respect  to  enlisted  personnel,  this  income  tax  withholding  rule  par- 
allels the  exclusion  from  income  under  section  112:  there  is  total 
exemption  from  income  tax  withholding  and  total  exclusion  from 


2  See  Staff  of  the  Joint  Committee  on  Taxation,  100th  Cong.,  1st  Sess.,  "General  Explanation 
of  the  Tax  Reform  Act  of  1986"  at  1096  (1987);  Treas.  Reg.  sec.  1.985-3. 


91 


income.  With  respect  to  officers,  however,  the  withholding  rule  is 
not  parallel:  there  is  total  exemption  from  income  tax  withholding, 
although  the  exclusion  from  income  is  limited  to  $500  per  month. 

Reasons  for  Change 

In  most  instances,  the  wage  withholding  rules  closely  parallel 
the  inclusion  in  income  rules.  Consequently,  most  individuals 
whose  income  is  subject  to  withholding  may  rely  on  withholding  to 
fulfill  their  tax  obligations.  The  differences  between  the  withhold- 
ing rules  and  the  exclusion  rules  with  respect  to  combat  pay  could 
cause  affected  taxpayers  (primarily  officers)  to  be  surprised  at  the 
size  of  their  additional  tax  liability  at  the  time  of  filing  their  tax 
returns  as  a  result  of  underwithholding.  Paying  the  additional  tax 
liability  with  their  tax  returns  could  lead  to  greater  financial  hard- 
ship than  would  withholding  that  is  parallel  to  the  exclusion  rules. 

Explanation  of  Provision 

The  bill  makes  the  income  tax  withholding  exemption  rules  par- 
allel to  the  rules  providing  an  exclusion  from  income  for  combat 
pay. 

Effective  Date 
The  provision  is  effective  as  of  January  1,  1993. 

9.  Expanded  Access  To  Simplified  Income  Tax  Returns  (Sec.  4109  of 

the  Bill) 

Present  Law 

There  are  three  principal  tax  forms  that  are  utilized  by  individ- 
ual taxpayers:  Form  1040EZ,  Form  1040A,  and  Form  1040. 

Reasons  for  Change 

Many  individual  taxpayers  find  the  tax  forms  to  be  complex. 

Explanation  of  Provision 

The  bill  provides  that  the  Secretary  of  the  Treasury  (or  his  dele- 
gate) shall  take  such  actions  as  may  be  appropriate  to  expand 
access  to  simplified  individual  income  tax  forms  and  otherwise  to 
simplify  the  individual  income  tax  returns. 

The  bill  also  requires  that  the  Secretary  submit  a  report  to  the 
Congress  on  the  actions  undertaken  pursuant  to  this  provision,  to- 
gether with  any  recommendations  he  may  deem  advisable. 

Effective  Date 

The  report  is  due  no  later  than  one  year  after  the  date  of  enact- 
ment. 
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10.  Simplification  of  Tax  Treatment  of  Rural  Letter  Carriers' 
Vehicle  Expenses  (Sec.  4110  of  the  Bill  and  Sec.  162  of  the  Code) 

Present  Law 

A  taxpayer  who  uses  his  or  her  automobile  for  business  purposes 
may  deduct  the  business  portion  of  the  actual  operation  and  main- 
tenance expenses  of  the  vehicle,  plus  depreciation  (subject  to  the 
limitations  of  sec.  280F).  If  the  taxpayer  is  an  employee  and  these 
expenses  are  not  reimbursed,  the  deduction  is  subject  to  the  two- 
percent  floor.  Alternatively,  the  taxpayer  may  elect  to  utilize  a 
standard  mileage  rate  in  computing  the  deduction  allowable  for 
business  use  of  an  automobile  that  has  not  been  fully  depreciated. 
Under  this  election,  the  taxpayer's  deduction  equals  the  applicable 
rate  multiplied  by  the  number  of  miles  driven  for  business  pur- 
poses and  is  taken  in  lieu  of  deductions  for  depreciation  and  actual 
operation  and  maintenance  expenses. 

An  employee  of  the  U.S.  Postal  Service  may  compute  his  or  her 
deduction  for  business  use  of  an  automobile  in  performing  services 
involving  the  collection  and  delivery  of  mail  on  a  rural  route  by 
using,  for  all  business  use  mileage,  150  percent  of  the  standard 
mileage  rate. 

Reasons  for  Change 

The  filing  of  tax  returns  by  rural  letter  carriers  can  be  complex. 
Under  present  law,  those  who  are  reimbursed  at  more  than  the  150 
percent  rate  must  report  their  reimbursement  as  income  and 
deduct  their  expenses  as  miscellaneous  itemized  deductions  (subject 
to  the  two-percent  floor).  Permitting  the  income  and  expenses  to 
wash,  so  that  neither  will  have  to  be  reported  on  the  rural  letter 
carrier's  tax  return,  will  simplify  these  tax  returns. 

Explanation  of  Provision 

The  bill  repeals  the  special  rate  of  150  percent  of  the  standard 
mileage  rate.  In  its  place,  the  bill  provides  that  the  rate  of  reim- 
bursement provided  by  the  Postal  Service  to  rural  letter  carriers  is 
considered  to  be  equivalent  to  their  expenses.  The  rate  of  reim- 
bursement that  is  considered  to  be  equivalent  to  their  expenses  is 
the  rate  of  reimbursement  contained  in  the  1991  collective  bargain- 
ing agreement,  which  may  in  the  future  be  increased  by  no  more 
than  the  rate  of  inflation. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1991. 

11.  Exemption  From  Luxury  Excise  Tax  for  Certain  Equipment  In- 
stalled on  Passenger  Vehicles  for  Use  by  Disabled  Individuals 
(Sec.  4111  of  the  Bill  and  Sec.  4004(b)(3)  of  the  Code) 

Present  Law 

The  Code  imposes  a  10-percent  excise  tax  on  the  portion  of  the 
retail  price  of  a  passenger  vehicle  that  exceeds  $30,000.  The  tax 
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also  applies  to  separate  purchases  of  component  parts  and  accesso- 
ries occurring  within  six  months  of  the  date  the  vehicle  is  placed  in 
service. 

Reasons  for  Change 

It  is  appropriate  to  reduce  the  compliance  burdens  on  handi- 
capped persons. 

Explanation  of  Provision 

The  bill  provides  that  the  luxury  excise  tax  does  not  apply  to  a 
part  or  accessory  installed  on  a  passenger  vehicle  to  enable  or 
assist  an  individual  with  a  disability  to  operate  the  vehicle,  or  to 
enter  or  exit  the  vehicle,  in  order  to  compensate  for  the  effect  of 
the  disability. 

Persons  entitled  to  a  refund  may  obtain  it  through  the  dealer  at 
which  they  purchased  the  taxed  item,  as  provided  under  present- 
law  Code  section  6416. 

Effective  Date 

The  provision  is  effective  for  purchases  after  December  31,  1990. 
Subtitle  B.  Pension  Simplification 

PART  I — SIMPLIFIED  DISTRIBUTION  RULES  (SECS.  4201-4203  OF  THE  BILL 
AND  SECS.  72,  101,  401,  402,  AND  403  OF  THE  CODE) 

Present  Law 

In  general 

Under  present  law,  a  distribution  of  benefits  from  a  tax-favored 
retirement  arrangement  generally  is  includible  in  gross  income  in 
the  year  it  is  paid  or  distributed  under  the  rules  relating  to  the 
taxation  of  annuities.  A  tax-favored  retirement  arrangement  in- 
cludes (1)  a  qualified  pension  plan  (sec.  401(a)),  (2)  a  qualified  annu- 
ity plan  (sec.  403(a))  and  (3)  a  tax-sheltered  annuity  (sec.  403(b)). 
Special  rules  apply  in  the  case  of  lump-sum  distributions  from  a 
qualified  plan,  distributions  that  are  rolled  over  to  an  individual 
retirement  arrangement  (IRA),  distributions  of  employer  securities, 
and  employer-provided  death  benefits. 

Rollovers 

Under  present  law,  a  total  or  partial  distribution  of  the  balance 
to  the  credit  of  an  employee  under  a  qualified  plan,  a  qualified  an- 
nuity plan,  or  a  tax-sheltered  annuity  may,  under  certain  condi- 
tions, be  rolled  over  tax  free  to  an  IRA  or  another  qualified  plan  or 
annuity  (sees.  402(a),  403(a),  and  403(b)).  A  rollover  of  a  partial  dis- 
tribution is  permitted  if  (1)  the  distribution  equals  at  least  50  per- 
cent of  the  balance  to  the  credit  of  the  employee,  (2)  the  distribu- 
tion is  not  one  of  a  series  of  periodic  payments,  (3)  the  distribution 
is  made  on  account  of  death,  disability,  or  separation  from  service, 
and  (4)  the  employee  elects  rollover  treatment.  For  purposes  of  the 
rule  denying  rollover  treatment  in  the  case  of  certain  periodic  pay- 
ments, payments  made  before,  with,  or  after  the  commencement  of 


94 


the  periodic  payments  are  not  treated  as  part  of  the  series  of  peri- 
odic payments.  A  partial  distribution  may  only  be  rolled  over  to  an 
IRA  and  not  to  another  qualified  plan. 

The  maximum  amount  of  a  distribution  that  can  be  rolled  over  is 
the  amount  of  the  distribution  that  would  otherwise  be  taxable. 
That  is,  after-tax  employee  contributions  cannot  be  rolled  over.  In 
addition,  minimum  required  distributions  (sec.  401(a)(9))  may  not  be 
rolled  over.  The  rollover  must  be  made  within  60  days  after  the  dis- 
tribution  is  received. 

Lump-sum  distributions 

Under  present  law,  lump-sum  distributions  from  qualified  plans 
arid  annuities  are  eligible  for  special  5-year  forward  income  averag- 
ing  (sec.  402(e)).  In  general,  a  lump-sum  distribution  is  a  distribu-  j 
tion  within  one  taxable  year  of  the  balance  to  the  credit  of  an  em-  j 
ployee  which  becomes  payable  to  the  recipient  (1)  on  account  of  the 
death  of  the  employee,  (2)  after  the  employee  attains  age  59  Vfe,  (3); 
on  account  of  the  employee's  separation  from  service,  or  (4)  in  the 
case  of  self-employed  individuals,  on  account  of  disability.  In  addi-  i 
tion,  a  distribution  is  treated  as  a  lump-sum  distribution  only  if  the  j 
employee  has  been  a  participant  in  the  plan  for  at  least  5  years  j 
before  the  year  of  the  distribution.  Lump-sum  treatment  is  not| 
available  for  distributions  from  tax-sheltered  annuity  contracts 
(sec.  403(b)).  Lump-sum  treatment  also  is  not  available  for  a  distri-i 
bution  if  any  part  of  an  amount  eligible  for  lump-sum  averaging) 
treatment  is  rolled  over,  or  for  a  distribution  from  a  plan  with  re- 
spect to  an  employee  who  previously  received  a  partial  distribution 
from  the  plan  which  was  rolled  over. 

A  taxpayer  is  permitted  to  make  an  election  with  respect  to  a 
lump-sum  distribution  received  on  or  after  the  employee  attains  j 
age  59  V2  to  use  5-year  forward  income  averaging  under  the  tax 
rates  in  effect  for  the  taxable  year  in  which  the  distribution  i£ 
made.  However,  only  one  such  election  on  or  after  age  59  V2  may  be 
made  with  respect  to  any  employee. 

Special  transition  rules  adopted  in  the  Tax  Reform  Act  of  198CJ 
are  available  with  respect  to  an  employee  who  attained  age  50 
before  January  1,  1986.  Under  these  rules,  an  individual,  trust,  oi 
estate  may  elect  to  use  5-year  forward  income  averaging  (using  '  I 
present-law  tax  rates)  or  10-year  forward  income  averaging  (using; 
the  tax  rates  in  effect  prior  to  the  Tax  Reform  Act  of  1986)  witf 
regard  to  a  single  lump-sum  distribution,  without  regard  to  wheth ;  1 
er  the  employee  has  attained  age  59  V2.  In  addition,  an  individual  ! 
trust,  or  estate  receiving  a  lump-sum  distribution  with  respect  tcj  1 
such  employee  may  elect  to  retain  the  capital  gains  character  o:  1 
the  pre-1974  portion  of  the  lump-sum  distribution  (using  a  tax  ratej  { 
of  20  percent). 

Employer-provided  death  benefits 

Under  present  law,  the  beneficiary  or  estate  of  a  deceased  em  ? 

ployee  generally  can  exclude  up  to  $5,000  in  benefits  paid  by  or  or  a 

behalf  of  an  employer  by  reason  of  the  employee's  death  (sec!  fc 

101(b)).                                                                              ;  0 
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Recovery  of  basis 

Qualified  plan  distributions  other  than  lump-sum  distributions 
generally  are  includible  in  gross  income  in  the  year  they  are  paid 
or  distributed  under  the  rules  relating  to  taxation  of  annuities  (sec. 
402).  Amounts  received  as  an  annuity  generally  are  includible  in 
income  in  the  year  received,  except  to  the  extent  they  represent 
the  return  of  the  recipient's  investment  in  the  contract  (i.e.,  basis) 
(sec.  72).  Under  present  law,  a  pro-rata  basis  recovery  rule  general- 
ly applies,  so  that  the  portion  of  any  annuity  payment  that  repre- 
sents nontaxable  return  of  basis  is  determined  by  applying  an  ex- 
clusion ratio  equal  to  the  employee's  total  investment  in  the  con- 
tract divided  by  the  total  expected  payments  over  the  term  of  the 
annuity. 

The  total  expected  payments  depend  on  the  form  of  the  payment, 
e.g.,  a  single-life  annuity,  an  annuity  with  payments  guaranteed  for 
a  specified  number  of  years,  or  a  joint  and  survivor  annuity.  For 
example,  if  benefits  are  paid  in  the  form  of  an  annuity  during  the 
life  of  the  employee,  the  expected  payments  are  calculated  by  mul- 
tiplying the  annual  payment  amount  by  the  employee's  life  expect- 
ancy on  the  annuity  starting  date.  If  benefits  are  paid  in  the  form 
of  a  joint  and  survivor  annuity,  then  the  total  expected  return  de- 
pends on  the  life  expectancies  of  both  the  primary  annuitant  and 
the  person  who  is  to  receive  the  survivor  annuity.  The  IRS  has 
issued  tables  of  life  expectancies  that  are  used  to  calculate  expected 
returns. 

Under  a  simplified  alternative  method  provided  by  the  Internal 
Revenue  Service  (IRS)  (Notice  88-118)  for  payments  from  or  under 
qualified  retirement  arrangements,  the  taxable  portion  of  qualify- 
ing annuity  payments  is  determined  under  a  simplified  exclusion 
ratio  method.  Under  the  simplified  method,  the  portion  of  each  an- 
nuity payment  that  represents  nontaxable  return  of  basis  is  equal 
to  the  employee's  total  investment  in  the  contract  (including  the 
$5,000  death  benefit  exclusion  under  section  101(b),  to  the  extent 
i    applicable),  divided  by  the  number  of  anticipated  payments  listed 
in  a  table  published  by  the  IRS.  The  number  of  anticipated  pay- 
i!    ments  listed  in  the  table  is  based  on  the  employee's  age  on  the  an- 
il   nuity  starting  date.  The  simplified  method  is  available  if  (1)  the  an- 
I    nuity  payments  depend  on  the  life  expectancy  of  the  recipient  (or 
j   the  joint  lives  of  the  recipient  and  his  or  her  beneficiary),  and  (2) 
I   the  recipient  is  less  than  age  75  on  the  annuity  starting  date  or 
9   there  are  fewer  than  5  years  of  guaranteed  payments  under  the  an- 
1  nuity. 

Under  both  the  pro  rata  and  simplified  alternative  methods,  in 
L  no  event  will  the  total  amount  excluded  from  income  as  nontaxable 
|  return  of  basis  be  greater  than  the  recipient's  total  investment  in 
J  the  contract. 

Reasons  for  Change 

In  almost  all  cases,  the  burden  of  determining  the  extent  to 
J  which  and  how  a  distribution  from  a  qualified  plan,  tax-sheltered 
J  annuity,  or  IRA  is  taxed  rests  with  the  individual  receiving  the  dis- 
I  tribution.  Under  present  law,  this  task  can  be  burdensome.  Among 
other  things,  the  taxpayer  must  consider  (1)  whether  special  tax 
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rules  (e.g.,  5-  or  10-year  income  averaging  or  the  special  treatment 
of  net  unrealized  appreciation)  apply  that  reduce  the  tax  that  oth-  j 
erwise  would  be  paid,  (2)  whether  the  distribution  is  eligible  to  be 
rolled  over  to  another  qualified  plan,  tax-sheltered  annuity,  or  IRA, 
(3)  the  amount  of  the  taxpayer's  basis  in  the  plan,  annuity,  or  IRA  f 
and  the  rate  at  which  such  basis  is  to  be  recovered,  and  (4)  whether 
or  not  a  portion  of  the  distribution  is  excludable  from  income  as  a  j 
death  benefit.  Simplifying  these  rules  could  benefit  as  many  as  16  j 
million  individual  taxpayers. 

The  number  of  special  rules  for  taxing  pension  distributions 
makes  it  difficult  for  taxpayers  to  determine  which  method  is  best 
for  them  and  also  increases  the  likelihood  of  error.  In  addition,  the 
specifics  of  each  of  the  rules  create  complexity.  For  example,  the  j 
present-law  rules  for  determining  the  rate  at  which  a  participant's 
basis  in  a  qualified  plan  is  recovered  often  entail  calculations  that 
the  average  participant  has  difficulty  performing.  These  rules  re- 
quire a  fairly  precise  estimate  of  the  period  over  which  benefits  are 
expected  to  be  paid.  The  IRS  publication  on  taxation  of  pension  dis- 
tributions (Publication  939)  contains  over  60  pages  of  actuarial  j1 
tables  used  to  determine  total  expected  payments. 

The  complexity  of  the  restrictions  on  rollovers  under  present  law 
(e.g.,  the  60-day  rule)  lead  to  numerous  inadvertent  failures  to  sat- 
isfy the  rollover  requirements. 

Results  similar  to  those  under  present  law  can  be  obtained  with- 
out the  complexity  added  by  the  special  tax  rules  of  present  law. 
For  example,  liberalization  of  the  rollover  rules  will  increase  the 
flexibility  of  taxpayers  in  determining  the  timing  of  the  income  in- 
clusion of  pension  distributions  and  eliminate  the  need  for  5-year 
averaging. 

Explanation  of  Provisions 
In  general  i 

The  bill  expands  the  circumstances  in  which  a  distribution  may  I  1 
be  rolled  over  tax  free  and,  in  conjunction  with  such  expansion,  re-  j  [ 

peals  5-year  averaging  for  lump-sum  distributions  from  qualified  [ 

plans  and  the  $5,000  death  benefit  exclusion.  The  bill  also  simpli-  i 

fies  the  basis  recovery  rules  applicable  to  distributions  from  quali-  i 

fied  plans  and  requires  that  qualified  plans  give  participants  the  r 
option  of  having  a  distribution  transferred  directly  to  an  IRA. 

Rollovers 

Under  the  bill,  any  portion  of  any  distribution  to  the  employee  J  \ 

or  the  surviving  spouse  of  the  employee  (other  than  a  minimum  re-  \  f, 

quired  distribution  (sec.  401(a)(9))  may  be  rolled  over  tax  free  to  an  |  j, 

IRA  or  another  qualified  plan  or  annuity,  unless  the  distribution  is  e 

one  of  a  series  of  substantially  equal  payments  made  (1)  over  the  j  Sj 

life  (or  life  expectancy)  of  the  participant  or  the  joint  lives  (or  joint  j  j 

life  expectancies)  of  the  participant  and  his  or  her  beneficiary,  or  \  » 

(2)  over  a  specified  period  of  10  years  or  more.  The  present-law  pro-  )  , 

hibition  on  rolling  over  employee  contributions  is  retained  due  to  |  « 
recordkeeping  concerns. 

For  purposes  of  the  rule  denying  rollover  treatment  in  the  case  I  31 

of  certain  periodic  payments,  a  single-sum  payment  that  is  not  sub-  & 
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stantially  equal  to  the  periodic  payments  that  is  made  before,  with, 
or  after  the  commencement  of  the  periodic  payments  is  not  treated 
as  one  of  the  series  of  periodic  payments.  For  example,  if  an  em- 
ployee receives  30  percent  of  his  or  her  accrued  benefit  in  the  form 
of  a  single-sum  distribution  upon  retirement  with  the  balance  pay- 
able in  annuity  form,  the  amount  of  the  single-sum  distribution 
could  be  rolled  over  under  the  bill. 

Lump-sum  distributions 

The  bill  repeals  the  general  5-year  forward  averaging  rule.  Per- 
sons who  are  eligible  for  the  grandfather  rules  under  the  Tax 
Reform  Act  of  1986  can  elect  5-  and  10-year  averaging  and  capital 
gains  treatment  as  under  present  law.  The  rollover  provisions  of 
the  bill  also  apply  to  such  persons.  As  under  present  law,  special  5- 
and  10-year  forward  income  averaging  is  not  available  if  any  part 
of  an  amount  eligible  for  lump-sum  averaging  treatment  is  rolled 
over.  Similarly,  if  any  part  of  a  distribution  with  respect  to  an  em- 
ployee is  rolled  over,  averaging  is  not  available  with  respect  to  a 
subsequent  distribution  from  the  plan  to  the  employee. 

Employer-provided  death  benefits 

The  bill  repeals  the  exclusion  from  gross  income  of  up  to  $5,000 
in  employer-provided  death  benefits. 

Recovery  of  basis 

Under  the  bill,  the  portion  of  an  annuity  distribution  from  a 
qualified  retirement  plan,  qualified  annuity,  or  tax-sheltered  annu- 
ity that  represents  nontaxable  return  of  basis  generally  is  deter- 
mined under  a  method  similar  to  the  present-law  simplified  alter- 
native method  provided  by  the  Internal  Revenue  Service.  Under 
the  simplified  method  provided  in  the  bill,  the  portion  of  each  an- 
nuity payment  that  represents  nontaxable  return  of  basis  generally 
is  equal  to  the  employee's  total  investment  in  the  contract  as  of  the 
annuity  starting  date,  divided  by  the  number  of  anticipated  pay- 
ments determined  by  reference  to  the  age  of  the  participant  listed 
in  the  table  set  forth  in  the  bill.  The  number  of  anticipated  pay- 
ments listed  in  the  table  is  based  on  the  employee's  age  on  the  an- 
nuity starting  date.  If  the  number  of  payments  is  fixed  under  the 
terms  of  the  annuity,  that  number  is  to  be  used  instead  of  the 
number  of  anticipated  payments  listed  in  the  table. 

The  simplified  method  does  not  apply  if  the  primary  annuitant 
has  attained  age  75  on  the  annuity  starting  date  unless  there  are 
fewer  than  5  years  of  guaranteed  payments  under  the  annuity.  If 
i  in  connection  with  commencement  of  annuity  payments,  the  recipi- 
ent receives  a  lump-sum  payment  that  is  not  part  of  the  annuity 
stream,  such  payment  is  taxable  under  the  rules  relating  to  annu- 
ities (sec.  72)  as  if  received  before  the  annuity  starting  date,  and 
j  the  investment  in  the  contract  used  to  calculate  the  simplified  ex- 
clusion ratio  for  the  annuity  payments  is  reduced  by  the  amount  of 
the  payment.  As  under  present  law,  in  no  event  will  the  total 
amount  excluded  from  income  as  nontaxable  return  of  basis  be 
greater  than  the  recipient's  total  investment  in  the  contract. 
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Direct  transfers  to  IRAs  or  other  eligible  transferee  plans 

Under  the  bill,  a  qualified  retirement  or  annuity  plan  must 
permit  participants  to  elect  to  have  any  distribution  that  is  eligible 
for  rollover  treatment  transferred  directly  to  an  eligible  transferee 
plan  specified  by  the  participant.  An  eligible  transferee  plan  is  an 
IRA,  a  qualified  defined  contribution  retirement  plan  (sec.  401(a)), 
or  a  qualified  annuity  plan  (sec.  403(a)).  Transfers  to  a  qualified  de- 
fined benefit  plan  (sec.  401(a))  are  not  permitted.  As  under  present 
law,  a  transfer  cannot  be  made  to  another  qualified  plan  unless  the 
transferee  plan  provides  for  the  transfer  to  be  accepted.  Also,  the 
transfer  is  treated  the  same  as  any  other  distribution  with  respect 
to  spousal  rights  (sec.  401(a)(ll)  and  similar  rules).  Thus,  for  exam- 
ple, applicable  spousal  consent  requirements  must  be  met  with  re- 
spect to  the  distribution  regardless  of  whether  the  participant 
elects  to  have  the  distribution  transferred  directly  to  an  eligible 
plan.  Amounts  transferred  to  an  eligible  transferee  plan  are  includ- 
ible in  income  when  distributed  from  the  transferee  plan  in  accord- 
ance with  the  rules  applicable  to  that  plan. 

Before  making  an  eligible  rollover  distribution,  the  plan  adminis- 
trator is  required  to  provide  a  written  explanation  to  the  partici- 
pant of  the  direct  transfer  option  and  of  the  provision  under  which 
the  distributions  will  not  be  subject  to  tax  if  transferred  to  an  eligi- 
ble retirement  plan  within  60  days  after  the  distribution  is  received 
by  the  participant.  Once  a  direct  transfer  is  made  to  a  transferee 
plan  in  accordance  with  applicable  Code  provisions,  the  employer  is 
relieved  of  responsibility  for  the  amounts  transferred. 

Effective  Dates 

The  provisions  are  generally  effective  for  years  beginning  after 
December  31,  1992. 

PART  II — INCREASED  ACCESS  TO  PENSION  PLANS 

1.  Repeal  of  Limitation  on  Ability  of  Nongovernmental  Tax-Exempt 
Employers  To  Maintain  Cash  or  Deferred  Arrangements  (Sec. 
4211  of  the  Bill  and  Sees.  401(k)  and  408(k)(6)  of  the  Code) 

Present  Law 

Under  present  law,  if  a  tax-qualified  profit-sharing  or  stock 
bonus  plan  meets  certain  requirements,  then  an  employee  is  not  re- 
quired to  include  in  income  any  employer  contributions  to  the  plan 
merely  because  the  employee  could  have  elected  to  receive  the 
amount  contributed  in  cash  (sec.  401(k)).  Plans  containing  this  fea- 
ture are  referred  to  as  cash  or  deferred  arrangements.  Tax-exempt 
organizations  are  generally  prohibited  from  establishing  qualified 
cash  or  deferred  arrangements.  Because  of  this  limitation,  many  of 
such  employers  are  precluded  from  maintaining  broad-based, 
funded,  elective  deferral  arrangements  for  their  employees. 

Reasons  for  Change 

Nongovernmental  tax-exempt  entities  should  be  permitted  to 
maintain  qualified  cash  or  deferred  arrangements  for  their  employ- 
ees on  the  same  basis  as  other  employers. 
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Explanation  of  Provision 

The  bill  allows  tax-exempt  organizations  (other  than  State  or 
local  governments  or  political  subdivisions  and  agencies  and  instru- 
mentalities thereof)  to  maintain  cash  or  deferred  arrangements.  As 
under  present  law,  the  limitation  on  the  amount  that  may  be  de- 
ferred by  an  individual  participating  in  both  a  cash  or  deferred  ar- 
rangement and  another  elective  deferral  arrangement  applies. 

Effective  Date 

The  provision  applies  to  nongovernmental  tax-exempt  organiza- 
tions with  respect  to  years  beginning  after  December  31,  1992.  The 
provision  does  not  affect  the  ability  of  certain  State  and  local  gov- 
ernment employers  to  maintain  qualified  cash  or  deferred  arrange- 
ments that  were  adopted  before  May  6,  1986. 

2.  Duties  of  Master  and  Prototype  Plan  Sponsors  (Sec.  4212  of  the 

Bill) 

Present  Law 

The  Internal  Revenue  Service  (IRS)  master  and  prototype  pro- 
gram is  an  administrative  program  under  which  trade  and  profes- 
sional associations,  banks,  insurance  companies,  brokerage  houses, 
and  other  financial  institutions  can  obtain  IRS  approval  of  model 
retirement  plan  language  and  then  make  these  preapproved  plans 
available  for  adoption  by  their  customers,  investors,  or  association 
members.  Rules  regarding  who  can  sponsor  master  and  prototype 
programs,  the  prescribed  format  of  the  model  plans,  and  other  mat- 
ters relating  to  the  program  are  contained  in  revenue  procedures 
and  other  administrative  pronouncements  of  the  IRS. 

The  IRS  also  maintains  related  administrative  programs  that  au- 
thorize advance  approval  of  model  plans  prepared  by  law  firms  and 
others,  i.e.,  the  regional  prototype  plan  program  and  volume  sub- 
mitter program. 

Reasons  for  Change 

As  the  laws  relating  to  retirement  plans  have  become  more  com- 
plex, employers  have  experienced  an  increase  in  the  frequency  and 
I  cost  of  amending  plans  and  of  the  burdens  of  administering  the 
I  plans.  Master  and  prototype  plans  reduce  these  costs  and  burdens, 
particularly  for  small-  to  medium-sized  employers,  and  improve 
IRS  administration  of  the  retirement  plan  rules.  Today,  the  majori- 
ty of  employer-provided  qualified  retirement  plans,  including  quali- 
fied cash  or  deferred  arrangements  (sec.  401(k)  plans),  simplified 
employee  pensions  (SEPs)  and  individual  retirement  arrangements 
(IRAs)  are  approved  master  and  prototype  plans.  The  Treasury  and 
the  IRS  believe  that  the  further  expansion  of  the  master  and  proto- 
type program  is  desirable,  but  that  statutory  authority  authorizing 
the  IRS  to  define  specifically  the  duties  of  master  and  prototype 
sponsors  should  be  obtained  before  the  program  becomes  more 
widely  utilized. 
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Explanation  of  Provision 

The  bill  authorizes  the  IRS  to  define  the  duties  of  organizations 
that  sponsor  master  and  prototype,  regional  prototype,  and  other 
preapproved  plans,  including  mass  submitters.  These  duties  would 
become  a  condition  of  sponsoring  preapproved  plans.  The  bill  is  not 
intended  to  be  interpreted  as  diminishing  the  IRS's  administrative 
authority  with  respect  to  the  master  and  prototype,  regional  proto- 
type, or  similar  programs,  including  the  authority  to  define  who  is 
eligible  to  sponsor  prototype  plans,  or  to  create  other  rules  relating 
to  these  programs.  Rather,  it  is  intended  to  create  a  system  of  spon- 
sor accountability,  subject  to  IRS  monitoring,  that  will  give  adopt- 
ers of  master  and  prototype  and  other  preapproved  plans  a  level  of 
protection,  comparable  to  that  in  the  regional  prototype  plan  pro- 
gram, against  failure  of  master  and  prototype  and  other  plan  spon- 
sors to  fulfill  certain  obligations. 

The  bill  thus  authorizes  the  IRS  to  prescribe  duties  of  sponsors  of 
prototype  and  other  preapproved  plans  that  include,  but  are  not 
limited  to,  maintaining  annually  current  lists  of  adopting  employ- 
ers and  providing  certain  annual  notices  to  adopting  employers  and 
to  the  IRS.  While  reflecting  the  IRS's  own  requirements  in  its  re- 
gional prototype  plan  procedure,  the  bill  does  not  require  the  IRS 
to  mandate  a  master  and  prototype  accountability  system  that  is 
identical  to  the  regional  prototype  plan  procedure.  The  bill  also  au- 
thorizes the  IRS  to  prescribe  such  other  reasonable  duties  as  are 
consistent  with  the  objective  of  protecting  adopting  employers  from 
a  sponsor's  failure  to  amend  a  plan  in  a  timely  manner  or  to  com- 
municate amendments  or  other  notices  required  by  the  IRS's  proce- 
dures. 

The  bill  authorizes  the  IRS  to  define  the  duties  of  preapproved 
plan  sponsors  that  relate  to  providing  administrative  services  to 
the  plans  of  adopting  employers.  This  authorization  is  not  intended 
to  obligate  sponsors  to  undertake  the  complete  day-to-day  adminis- 
tration of  the  plans  they  sponsor  (although  it  does  not  preclude  the 
IRS  from  mandating  the  performance  of  specific  functions),  but 
rather  to  protect  employers  against  loss  of  qualification  merely  be- 
cause they  are  unaware  of  the  need  to  arrange  for  such  services,  or 
the  unavailability  of  professional  assistance  from  parties  familiar 
with  the  sponsor's  plan. 

It  is  thus  intended  that,  at  a  minimum,  sponsors  should  (1) 
advise  adopting  employers  that  failure  to  arrange  for  administra- 
tive services  to  the  plan  may  significantly  increase  the  risk  of  dis- 
qualification and  resulting  sanctions,  and  (2)  furnish  employers 
with  the  name  of  firms  that  are  familiar  with  the  plan  and  can 
provide  professional  administrative  service.  This  is  not  intended  to 
preclude  the  sponsor  from  providing  that  service  itself. 

The  bill  should  not  be  construed  as  creating  fiduciary  relation- 
ships or  responsibilities  under  Title  I  of  ERISA  that  would  not 
exist  in  the  absence  of  the  provision. 

To  the  extent  deemed  reasonably  necessary  to  carry  out  the  pur- 
poses of  this  provision  of  the  bill,  the  Secretary  is  authorized  to 
issue  regulations  that  permit  the  relaxation  of  the  anti-cutback 
rules  contained  in  ERISA  (sec.  204(g))  and  the  Code  (sec.  411(d)(6)) 
when  employers  replace  an  individually  designed  plan  with  an  IRS 
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model  plan,  provided  that  the  rights  of  participants  to  accrued  ben- 
efits under  the  individually  designed  plan  are  not  significantly  im- 
paired. This  discretion  will  facilitate  the  shift  by  employers  from 
individually  designed  plans  to  IRS  model  plans. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

PART  III — MISCELLANEOUS  PENSION  SIMPLIFICATION 

1.  Definition  of  Leased  Employee  (Sec.  4221  of  the  Bill  and  Sec. 
414(n)  of  the  Code) 

Present  Law 

An  individual  (a  leased  employee)  who  performs  services  for  an- 
other person  (the  recipient)  may  be  required  to  be  treated  as  the 
recipient's  employee  for  various  employee  benefit  provisions  if  the 
services  are  performed  pursuant  to  an  agreement  between  the  re- 
cipient and  a  third  person  (the  leasing  organization)  who  is  other- 
wise treated  as  the  individual's  employer  (sec.  414(n)).  The  individ- 
ual is  to  be  treated  as  the  recipient's  employee  only  if  the  individ- 
ual has  performed  services  for  the  recipient  on  a  substantially  full- 
time  basis  for  a  year,  and  the  services  are  of  a  type  historically  per- 
formed by  employees  in  the  recipient's  business  field. 

An  individual  who  otherwise  would  be  treated  as  a  recipient's 
leased  employee  will  not  be  treated  as  such  an  employee  if  the  indi- 
vidual participates  in  a  safe  harbor  plan  maintained  by  the  leasing 
organization  meeting  certain  requirements.  Each  leased  employee 
is  to  be  treated  as  an  employee  of  the  recipient,  regardless  of  the 
existence  of  a  safe-harbor  plan,  if  more  than  20  percent  of  an  em- 
ployer's nonhighly  compensated  workforce  are  leased. 

Reasons  for  Change 

The  leased  employee  rules  are  complex  and  have  unexpected  and 
sometimes  indefensible  results,  especially  as  interpreted  under  reg- 
ulations proposed  by  the  Secretary.  For  example,  under  the  "his- 
i  torically  performed"  standard,  the  employees  and  partners  of  a  law 
firm  may  be  the  leased  employees  of  a  client  of  the  firm  if  they 
work  a  sufficient  number  of  hours  for  the  client  and  if  it  is  not  un- 
usual for  employers  in  that  business  field  to  have  in-house  counsel. 
While  arguably  meeting  the  present-law  leased  employee  defini- 
tion, situations  such  as  this  are  outside  the  intended  scope  of  the 
rules. 

Explanation  of  Provision 

|  The  present-law  "historically  performed"  test  is  replaced  with  a 
new  rule  defining  who  must  be  considered  a  leased  employee. 
Under  the  bill,  an  individual  is  not  considered  a  leased  employee 
unless  such  services  are  performed  under  any  significant  direction 
or  control  by  the  service  recipient.  As  under  present  law,  the  deter- 
mination of  whether  someone  is  a  leased  employee  is  made  after 
determining  whether  the  individual  is  a  common-law  employee  of 
the  service  recipient.  Thus,  an  individual  who  is  not  a  common-law 
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employee  of  the  service  recipient  may  nevertheless  be  a  leased  em- 
ployee of  the  service  recipient.  Similarly,  the  fact  that  a  person  is  j 
or  is  not  found  to  perform  services  under  significant  direction  or  ! 
control  of  the  recipient  for  purposes  of  the  employee  leasing  rules  I 
is  not  determinative  of  whether  the  person  is  or  is  not  a  common- 
law  employee  of  the  recipient. 

Whether  services  are  performed  by  an  individual  under  any  sig- 
nificant  direction  or  control  by  the  service  recipient  depends  on  the 
facts  and  circumstances.  Factors  that  are  relevant  in  determining 
whether  significant  direction  or  control  exists  include  whether  the 
individual  is  required  to  comply  with  instructions  of  the  service  re-  | 
cipient  about  when,  where,  and  how  he  or  she  is  to  perform  the 
services,  whether  the  services  must  be  performed  by  a  particular 
person,  whether  the  individual  is  subject  to  the  supervision  of  the  I 
service  recipient,  and  whether  the  individual  must  perform  services 
in  the  order  or  sequence  set  by  the  service  recipient.  Factors  that 
would  generally  not  be  relevant  in  determining  whether  such  direc- 
tion  or  control  exists  include  whether  the  service  recipient  has  the 
right  to  hire  or  fire  the  individual  and  whether  the  individual  per- 
forms services  for  more  than  one  service  recipient. 

For  example,  an  individual  who  works  under  the  direct  supervi- 
sion of  the  service  recipient  would  be  considered  to  be  subject  to 
significant  direction  or  control  of  the  service  recipient  even  if  an- 
other  company  hired  and  trained  the  individual,  had  the  ultimate 
(but  unexercised)  right  to  control  the  individual,  paid  his  wages, 
withheld  his  employment  and  income  taxes,  and  had  the  exclusive 1 
right  to  fire  him.  Thus,  for  example,  temporary  secretaries,  recep-  i 
tionists,  word  processing  personnel  and  similar  office  personnel  j 
who  are  subject  to  the  day-to-day  control  of  the  employer  in  essen- 
tially the  same  manner  as  a  common  law  employee  are  treated  as 
leased  employees  if  the  period  of  service  threshold  is  reached. 

On  the  other  hand,  an  individual  who  is  a  common-law  employee  j 
of  Company  A  who  performs  services  for  Company  B  on  the  busi-  ! 
ness  premises  of  the  Company  B  under  the  supervision  of  Company} 
A  would  generally  not  be  considered  to  be  under  significant  direc- 
tion or  control  of  Company  B.  The  supervision  by  Company  A  must  | 
be  more  than  nominal,  however,  and  not  merely  a  mechanism  to 
avoid  the  literal  language  of  the  direction  or  control  test. 

An  example  of  the  situation  in  the  preceding  paragraph  might  be  j 
a  work  crew  that  comes  into  a  factory  to  install,  repair,  maintain,* 
or  modify  equipment  or  machinery  at  the  factory,  and  that  in  J 
eludes  a  supervisor  who  is  an  employee  of  the  equipment  (or  equip  !  ; 
ment  repair)  company  and  who  has  the  authority  to  direct  and  con  J  J 
trol  the  crew,  and  who  actually  does  exercise  such  direction  ancj  | 
control.  In  this  situation,  the  supervisor  and  his  or  her  crew  are,  i 
not  the  leased  employees  of  the  manufacturer,  even  if  the  supervi  J 
sor  is  in  frequent  communication  with  the  employees  of  the  manu,  ■ 
facturer  and  even  if  the  supervisor  and  his  or  her  crew  are  re|  j. 
quired  to  comply  with  the  safety  and  environmental  precautions  o  j  : 
the  manufacturer. 

Under  the  direction  or  control  test,  clerical  and  similar  supped  * 
staff  (e.g.,  secretaries  and  nurses  in  a  doctor's  office)  generally  5 
would  be  considered  to  be  subject  to  significant  direction  or  contro 
of  the  service  recipient  and  would  be  leased  employees  provided  th< 


J 


103 


other  requirements  of  section  414(n)  are  met.  On  the  other  hand, 
outside  professionals  who  maintain  their  own  businesses  (e.g.,  law- 
yers and  accountants)  generally  would  not  be  considered  to  be  sub- 
ject to  such  primary  control.  However,  the  Secretary  is  encouraged 
to  continue  efforts  to  prevent  abuses  in  the  leased  manager  area. 

In  many  cases,  the  "historically  performed"  test  is  overly  broad, 
and  results  in  the  unintended  treatment  of  individuals  as  leased 
employees.  One  of  the  principal  purposes  for  changing  the  leased 
employee  rules  is  to  relieve  the  unnecessary  hardship  and  uncer- 
tainty created  for  employers  in  these  circumstances.  However,  it  is 
not  intended  that  the  direction  or  control  test  enable  employers  to 
engage  in  abusive  practices.  Thus,  it  is  intended  that  the  Secretary 
interpret  and  apply  the  leased  employee  rules  in  a  manner  so  as  to 
prevent  abuses.  This  ability  to  prevent  abuses  under  the  leasing 
rules  is  in  addition  to  the  present-law  authority  of  the  Secretary 
under  section  414(o).  For  example,  one  potentially  abusive  situation 
exists  where  the  benefit  arrangements  of  the  service  recipient  over- 
whelmingly favor  its  highly  compensated  employees,  the  employer 
has  no  or  very  few  nonhighly  compensated  common-law  employees, 
yet  the  employer  makes  substantial  use  of  the  services  of  nonhigh- 
ly compensated  individuals  who  are  not  its  common-law  employees. 

Effective  Date 

The  provision  is  effective  for  years  beginning  after  December  31, 
1992,  except  that  the  changes  do  not  apply  to  relationships  that 
have  been  previously  determined  by  an  IRS  ruling  not  to  involve 
leased  employees.  In  applying  the  leased  employee  rules  to  years 
beginning  before  the  effective  date,  it  is  intended  that  the  Secre- 
tary use  a  reasonable  interpretation  of  the  statute  to  apply  the 
leasing  rules  to  prevent  abuse. 

2.  Simplification  of  Nondiscrimination  Tests  Applicable  Under  Sec- 
tions 401  (k)  and  (m)  (Sec.  4222  of  the  Bill  and  Sees.  401  (k)  and 
(m)  of  the  Code) 

Present  Law 

A  profit-sharing  or  stock  bonus  plan,  a  pre-ERISA  money  pur- 
I  chase  pension  plan,  or  a  rural  cooperative  plan  may  include  a 
!  qualified  cash  or  deferred  arrangement  (sec.  401(k)).  Under  such  an 
!  arrangement,  an  employee  may  elect  to  have  the  employer  make 
|  payments  as  contributions  to  a  plan  on  behalf  of  the  employee,  or 
to  the  employee  directly  in  cash.  Contributions  made  at  the  elec- 
|  tion  of  the  employee  are  called  elective  deferrals.  The  maximum 
\  annual  amount  of  elective  deferrals  that  can  be  made  by  an  indi- 
j  yidual  is  $8,728  for  1992.  This  dollar  limit  is  indexed  annually  for 
j  inflation.  A  special  nondiscrimination  test  applies  to  cash  or  de- 
ferred arrangements. 

The  special  nondiscrimination  test  applicable  to  elective  defer- 
rals under  qualified  cash  or  deferred  arrangements  is  satisfied  if 
1  the  actual  deferral  percentage  (ADP)  for  eligible  highly  compensat- 
1  ed  employees  for  a  plan  year  is  equal  to  or  less  than  either  (1)  125 
■  percent  of  the  ADP  of  all  nonhighly  compensated  employees  eligi- 
51  ble  to  defer  under  the  arrangement,  or  (2)  the  lesser  of  200  percent 
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of  the  ADP  of  all  eligible  nonhighly  compensated  employees  or 
such  ADP  plus  2  percentage  points.  The  ADP  for  a  group  of  em- 
ployees is  the  average  of  the  ratios  (calculated  separately  for  each 
employee  in  the  group)  of  the  contributions  paid  to  the  plan  on 
behalf  of  the  employee  to  the  employee's  compensation. 

Employer  matching  contributions  and  after-tax  employee  contri- 
butions under  qualified  defined  contribution  plans  are  subject  to  a 
special  nondiscrimination  test  similar  to  the  special  nondiscrimina- 
tion test  applicable  to  qualified  cash  or  deferred  arrangements. 

The  special  nondiscrimination  test  is  satisfied  for  a  plan  year  if 
the  actual  contribution  percentage  (ACP)  for  eligible  highly  com- 
pensated employees  does  not  exceed  the  greater  of  (1)  125  percent 
of  the  ACP  for  all  other  eligible  employees,  or  (2)  the  lesser  of  200 
percent  of  the  contribution  percentage  for  all  other  eligible  employ- 
ees, or  such  percentage  plus  2  percentage  points.  The  ACP  for  a 
group  of  employees  for  a  plan  year  is  the  average  of  the  ratios  (cal- 
culated separately  for  each  employee  in  the  group)  of  the  sum  of 
matching  and  employee  contributions  on  behalf  of  each  such  em- 
ployee to  the  employee's  compensation  for  the  year. 

Reasons  for  Change 

The  sources  of  complexity  generally  associated  with  the  nondis- 
crimination requirements  for  qualified  cash  or  deferred  arrange- 
ments and  matching  contributions  are  the  recordkeeping  necessary 
to  monitor  employee  elections,  the  calculations  involved  in  apply- 
ing the  tests,  and  the  correction  mechanism,  i.e.,  what  to  do  if  the 
plan  fails  the  tests.  None  of  these  factors  is  new — some  form  of  the 
nondiscrimination  test  has  been  in  the  law  since  1978.  However, 
changes  to  these  rules  made  by  the  Tax  Reform  Act  of  1986  added 
to  the  complexity  of  the  rules  in  operation. 

It  is  argued  that  the  complexity  of  nondiscrimination  require- 
ments, particularly  after  the  Tax  Reform  Act  of  1986  changes  that 
imposed  a  dollar  cap  ($8,728  in  1992)  on  elective  deferrals,  is  not 
justified  by  the  marginal  additional  participation  of  rank-and-file 
employees  that  might  be  achieved  by  the  operation  of  these  re- 
quirements. It  is  believed  that  the  result  that  the  nondiscrimina- 
tion rules  are  intended  to  produce  can  also  be  achieved  by  creating 
an  incentive  for  employers  to  provide  matching  contributions  or 
nonelective  contributions  on  behalf  of  rank-and-file  employees.  ! 
Such  contributions,  it  is  believed,  create  a  sufficient  inducement  to 
rank-and-file  employee  participation. 

In  addition,  it  is  believed  that  the  significant  simplification  that 
a  design-based  safe  harbor  test  achieves  may  reduce  the  complexity 
of  the  qualified  cash  or  deferred  arrangement  requirements  enough 
to  encourage  additional  employers  to  establish  such  plans,  thereby 
expanding  employee  access  to  voluntary  retirement  savings  ar- 
rangements. The  adoption  of  a  nondiscrimination  safe  harbor  that 
eliminates  the  testing  of  actual  plan  contributions  removes  a  signif- 
icant administrative  burden  that  may  act  as  a  deterrent  to  employ- 
ers who  would  not  otherwise  set  up  such  a  plan.  Thus,  the  adoption 
of  a  simpler  nondiscrimination  test  may  encourage  more  employ- 
ers, who  do  not  now  provide  any  tax-favored  retirement  plan  for 
their  employees,  to  set  up  such  plans. 
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A  design-based  nondiscrimination  test  provides  certainty  to  an 
employer  that  does  not  exist  under  present  law.  Under  such  a  test, 
an  employer  will  know  at  the  beginning  of  each  plan  year  whether 
the  plan  satisfies  the  nondiscrimination  requirements  for  the  year. 

Explanation  of  Provision 

In  general 

The  bill  modifies  the  present-law  nondiscrimination  test  applica- 
ble to  elective  deferrals  and  employer  matching  and  after-tax  em- 
ployee contributions  to  permit  the  use  of  the  average  deferral  per- 
centage for  nonhighly  compensated  employees  for  the  preceding 
plan  year  to  be  used  in  determining  the  permitted  average  deferral 
percentage  for  highly  compensated  employees  for  the  current  year. 
In  the  case  of  the  first  plan  year  of  a  qualified  cash  or  deferred  ar- 
rangement, the  average  deferral  percentage  for  nonhighly  compen- 
sated employees  for  the  previous  year  is  deemed  to  be  3  percent  or, 
at  the  election  of  the  employer,  the  average  deferral  percentage  for 
the  first  plan  year. 

In  addition,  the  bill  adds  alternative  methods  of  satisfying  the 
special  nondiscrimination  requirements  applicable  to  elective  defer- 
rals and  employer  matching  contributions.  Under  these  safe  harbor 
rules,  a  cash  or  deferred  arrangement  is  treated  as  satisfying  the 
actual  deferral  percentage  test  if  the  plan  of  which  the  arrange- 
ment is  a  part  (or  any  other  plan  of  the  employer  maintained  with 
respect  to  the  employees  eligible  to  participate  in  the  cash  or  de- 
ferred arrangement)  meets  (1)  one  of  two  contribution  require- 
ments and  (2)  a  notice  requirement.  A  plan  satisfies  the  safe  harbor 
with  respect  to  matching  contributions  if  (1)  the  plan  meets  the 
contribution  and  notice  requirements  under  the  safe  harbor  for 
cash  or  deferred  arrangements  and  (2)  the  plan  satisfies  a  special 
limitation  on  matching  contributions.  These  safe  harbors  permit  a 
plan  to  satisfy  the  special  nondiscrimination  tests  through  plan 
design,  rather  than  through  the  testing  of  actual  contributions. 

Safe  harbor  for  cash  or  deferred  arrangements 

Contribution  requirements. — A  plan  satisfies  the  contribution  re- 
quirements under  the  safe  harbor  rule  for  qualified  cash  or  de- 
ferred arrangements  if  the  plan  either  (1)  satisfies  a  matching  con- 
tribution requirement  or  (2)  the  employer  makes  a  nonelective  con- 
tribution to  a  defined  contribution  plan  of  at  least  3  percent  of  an 
employee's  compensation  on  behalf  of  each  nonhighly  compensated 
employee  who  is  eligible  to  participate  in  the  arrangement  without 
regard  to  whether  the  employee  makes  elective  contributions  under 
the  arrangement. 

A  plan  satisfies  the  matching  contribution  requirement  if,  under 
the  arrangement:  (1)  the  employer  makes  a  matching  contribution 
on  behalf  of  each  nonhighly  compensated  employee  that  is  not  less 
than  (a)  100  percent  of  the  employee's  elective  contributions  up  to  3 
percent  of  compensation  and  (b)  50  percent  of  the  employee's  elec- 
tive contributions  from  3  to  5  percent  of  compensation;  and  (2)  the 
level  of  match  for  highly  compensated  employees  is  not  greater 
than  the  match  rate  for  nonhighly  compensated  employees  at  any 
level  of  compensation. 
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Alternatively,  if  the  matching  contribution  requirement  is  not 
satisfied  at  some  level  of  employee  compensation,  the  requirement 
is  deemed  to  be  satisfied  if  (1)  the  level  of  employer  matching  con- 
tributions does  not  increase  as  employee  elective  contributions  in- 
crease and  (2)  the  aggregate  amount  of  matching  contributions 
with  respect  to  elective  contributions  up  to  that  level  of  compensa- 
tion at  least  equals  the  amount  of  matching  contributions  that 
would  be  made  if  matching  contributions  satisfied  the  percentage 
requirements.  For  example,  the  alternative  test  is  satisfied  if  an 
employer  matches  125  percent  of  an  employee's  elective  contribu- 
tions up  to  the  first  3  percent  of  compensation,  25  percent  of  elec- 
tive deferrals  from  3  to  4  percent  of  compensation,  and  provides  no 
match  thereafter.  This  is  because  the  employer  match  does  not  in- 
crease and  the  aggregate  amount  of  matching  contributions  is  at 
least  equal  to  the  matching  contributions  required  under  the  gener- 
al safe  harbor  rule. 

Under  the  safe  harbor,  an  employee's  rights  to  employer  match- 
ing contributions  or  nonelective  contributions  used  to  meet  the  con- 
tribution requirements  are  required  to  be  100-percent  vested. 

An  arrangement  does  not  satisfy  the  contribution  requirements 
unless  the  requirements  are  met  without  regard  to  the  permitted 
disparity  rules  (sec.  401(1))  and  contributions  used  to  satisfy  the  con- 
tribution requirements  are  not  taken  into  account  for  purposes  of 
determining  whether  a  plan  of  the  employer  satisfies  the  permitted 
disparity  rules. 

Employer  matching  and  nonelective  contributions  used  to  satisfy 
the  contribution  requirements  of  the  safe  harbor  rules  are  nonfor- 
feitable and  subject  to  the  restrictions  on  withdrawals  that  apply  to 
an  employee's  elective  deferrals  under  a  qualified  cash  or  deferred 
arrangement  (sec.  401(k)(2)  (B)  and  (C)). 

The  matching  or  nonelective  contribution  safe  harbor  require- 
ments are  deemed  satisfied  if  the  employer  maintains  another 
qualified  plan  that  meets  such  requirements. 

Notice  requirement. — The  notice  requirement  is  satisfied  if  each 
employee  eligible  to  participate  in  the  arrangement  is  given  writ- 
ten notice  within  a  reasonable  period  before  any  year  of  the  em- 
ployee's rights  and  obligations  under  the  arrangement.  This  notice 
must  be  sufficiently  accurate  and  comprehensive  to  apprise  the  em- 
ployee of  his  or  her  rights  and  obligations  and  must  be  written  in  a 
manner  calculated  to  be  understood  by  the  average  employee  eligi- 
ble to  participate. 

Alternative  method  of  satisfying  special  nondiscrimination  test  for 
matching  contributions 

The  bill  provides  a  safe  harbor  method  of  satisfying  the  special 
nondiscrimination  test  applicable  to  employer  matching  contribu- 
tions and  after-tax  employee  contributions.  Under  this  safe  harbor, 
a  plan  is  treated  as  meeting  the  special  nondiscrimination  test  if  (1) 
the  plan  meets  the  contribution  and  notice  requirements  applicable 
under  the  safe  harbor  method  of  satisfying  the  special  nondiscrim- 
ination requirement  for  qualified  cash  or  deferred  arrangements, 
and  (2)  the  plan  satisfies  a  special  limitation  on  matching  contribu- 
tions. 
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The  limitation  on  matching  contributions  is  satisfied  if  (1)  the 
matching  contributions  on  behalf  of  any  employee  may  not  be 
made  with  respect  to  employee  contributions  or  elective  deferrals 
in  excess  of  6  percent  of  compensation  and  (2)  the  level  of  an  em- 
ployer's matching  contribution  does  not  increase  as  an  employee's 
contributions  or  elective  deferrals  increase. 

Effective  Date 

The  provision  is  effective  for  plan  years  beginning  after  Decem- 
ber 31,  1992. 

3.  Definition  of  Highly  Compensated  Employee  and  Family  Aggre- 
gation Rules  (Sec.  4223  of  the  Bill  and  Sees.  401(a)(17)  and  414(q) 
of  the  Code) 

Present  Law 

In  general 

For  purposes  of  the  rules  applying  to  qualified  retirement  plans 
under  the  Code,  an  employee,  including  a  self-employed  individual, 
is  treated  as  highly  compensated  with  respect  to  a  year  if,  at  any 
time  during  the  year  or  the  preceding  year,  the  employee:  (1)  was  a 
5-percent  owner  of  the  employer;  (2)  received  more  than  $93,518  in 
annual  compensation  from  the  employer;  (3)  received  more  than 
$62,345  in  annual  compensation  from  the  employer  and  was  one  of 
the  top-paid  20  percent  of  employees  during  the  same  year;  or  (4) 
was  an  officer  of  the  employer  who  received  compensation  greater 
than  $56,111.  These  dollar  amounts  are  adjusted  annually  for  infla- 
tion at  the  same  time  and  in  the  same  manner  as  the  adjustments 
to  the  dollar  limit  on  benefits  under  a  defined  benefit  pension  plan 
(sec.  415(d)).  If,  for  any  year,  no  officer  has  compensation  in  excess 
of  $56,111  (indexed),  then  the  highest  paid  officer  of  the  employer 
for  such  year  is  treated  as  a  highly  compensated  employee. 

An  employee  is  not  treated  as  in  the  top-paid  20  percent,  as  an 
officer,  or  as  receiving  $93,518  or  $62,345  solely  because  of  the  em- 
ployee's status  during  the  current  year,  unless  such  employee  also 
is  among  the  100  employees  who  have  received  the  highest  compen- 
sation during  the  year. 

Election  to  use  simplified  method 

Employers  are  permitted  to  elect  to  determine  their  highly  com- 
pensated employees  under  a  simplified  method.  Under  this  method, 
an  electing  employer  may  treat  employees  who  received  more  than 
$62,345  in  annual  compensation  from  the  employer  as  highly  com- 
pensated employees  in  lieu  of  applying  the  $93,518  threshold  and 
without  regard  to  whether  such  employees  are  in  the  top-paid 
group  of  the  employer.  This  election  is  available  only  if  at  all  times 
during  the  year  the  employer  maintained  business  activities  and 
employees  in  at  least  2  geographically  separate  areas. 

Treatment  of  family  members 

A  special  rule  applies  with  respect  to  the  treatment  of  family 
members  of  certain  highly  compensated  employees.  Under  the  spe- 
cial rule,  if  an  employe*  is  a  family  member  of  either  a  5-percent 
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owner  or  1  of  the  top  10  highly  compensated  employees  by  compen- 
sation, then  any  compensation  paid  to  such  family  member  and 
any  contribution  or  benefit  under  the  plan  on  behalf  of  such  family 
member  is  aggregated  with  the  compensation  paid  and  contribu- 
tions or  benefits  on  behalf  of  the  5-percent  owner  or  the_  highly 
compensated  employee  in  the  top  10  employees  by  compensation. 
Therefore,  such  family  member  and  employee  are  treated  as  a 
single  highly  compensated  employee.  An  individual  is  considered  a 
family  member  if,  with  respect  to  an  employee,  the  individual  is  a 
spouse,  lineal  ascendant  or  descendant,  or  spouse  of  a  lineal  as- 
cendant or  descendant  of  the  employee. 

Similar  family  aggregation  rules  apply  with  respect  to  the 
$228,860  limit  on  compensation  that  may  be  taken  into  account 
under  a  qualified  plan  (sec.  401(a)(17))  and  for  deduction  purposes 
(sec.  404(1)).  However,  under  such  provisions,  only  the  spouse  of  the 
employee  and  lineal  descendants  of  the  employee  who  have  not  at- 
tained age  19  are  taken  into  account. 

Reasons  for  Change 

Under  present  law,  the  administrative  burden  on  employers  to 
comply  with  some  of  the  basic  rules  applying  to  qualified  retire- 
ment plans  outweighs  the  small  potential  benefit  of  the  rules.  For 
example,  the  various  categories  of  highly  compensated  employees 
require  employers  to  perform  a  number  of  complex  calculations 
that  for  many  employers  have  largely  duplicative  results. 

Explanation  of  Provision 

The  bill  replaces  the  present-law  test  for  determining  who  is  a 
highly  compensated  employee  with  a  simplified  test.  The  bill  pro- 
vides that  an  employee  is  highly  compensated  for  a  year  if,  at  any 
time  during  the  year  or  the  preceding  year,  the  employee  (1)  was  a 
5-percent  owner  of  the  employer,  or  (2)  received  compensation  in 
excess  of  $62,345.  This  dollar  amount  is  adjusted  annually  for  infla- 
tion at  the  same  time  and  in  the  same  manner  as  the  adjustments 
to  the  dollar  limit  on  benefits  under  a  defined  benefit  pension  plan 
(sec.  415(d)).  An  employee  is  not  treated  as  receiving  $62,345  solely 
because  of  the  employee's  status  during  the  current  year,  unless 
such  employee  also  is  among  the  100  employees  who  have  received 
the  highest  compensation  during  the  year. 

Under  the  bill,  if  no  employee  is  treated  as  being  highly  compen- 
sated under  the  rules  described  above,  then  the  employee  with  the 
highest  compensation  for  the  year  is  generally  treated  as  a  highly 
compensated  employee.  However,  this  rule  does  not  apply  in  the 
case  of  a  plan  maintained  by  tax-exempt  organization  if  the  plan 
(1)  provides  a  nonforfeitable  right  to  100  percent  of  an  employee's 
accrued  benefit,  (2)  covers  a  fair  section  of  employees,  determined 
on  the  basis  of  their  compensation,  and  (3)  was  in  effect  on  Febru- 
ary 1,  1992,  and  at  all  times  thereafter. 

The  bill  repeals  the  family  aggregation  rules. 
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Effective  Date 

The  provision  is  effective  for  years  beginning  after  December  31, 
1992. 

4.  Cost-of-Living  Adjustments  (Sec.  4224  of  the  Bill  and  Sees.  219, 

401,  403,  408,  and  415(d)  of  the  Code) 

Present  Law 

The  rules  relating  to  qualified  plans  contain  a  number  of  dollar 
limits  that  are  indexed  annually  for  cost-of-living  adjustments  (e.g., 
the  dollar  limit  on  benefits  under  a  defined  benefit  plan  (sec. 
415(b),  the  limit  on  elective  deferrals  under  a  qualified  cash  or  de- 
ferred arrangement  (sec.  402(g),  and  the  dollar  amounts  used  in  de- 
termining highly  compensated  employees  (sec.  414(q)).  The  Secre- 
tary publishes  annually  a  list  of  the  amounts  applicable  under  each 
provision  for  the  year. 

Reasons  for  Change 

Due  to  the  timing  of  the  cost-of-living  adjustments,  the  dollar 
amounts  for  each  year  are  not  known  until  after  the  start  of  the 
calendar  year. 

Explanation  of  Provision 

The  bill  provides  that  the  cost-of-living  adjustment  with  respect 
to  any  calendar  year  is  based  on  the  increase  in  the  applicable 
index  as  of  the  close  of  the  calendar  quarter  ending  September  30 
of  the  preceding  calendar  year.  Thus,  adjusted  dollar  limits  will  be 
published  before  the  beginning  of  the  calendar  year  to  which  they 
apply. 

In  addition,  the  bill  provides  that  the  dollar  limits  determined 
after  application  of  the  cost-of-living  adjustments  are  generally 
rounded  to  the  nearest  $1,000.  Dollar  limits  relating  to  elective  de- 
ferrals and  elective  contributions  to  simplified  employee  pensions 
(SEPs)  are  rounded  to  the  nearest  $100. 

Effective  Date 

The  provision  is  effective  for  years  beginning  after  December  31, 
\  1992. 

5.  Plans  Covering  Self-Employed  Individuals  (Sec.  4225  of  the  Bill 

and  Sec.  401(d)  of  the  Code) 

Present  Law 

Prior  to  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 
(TEFRA)  different  rules  applied  to  retirement  plans  maintained  by 
incorporated  employers  and  unincorporated  employers  (such  as 
j  partnerships  and  sole  proprietors).  In  general,  plans  maintained  by 
unincorporated  employers  were  subject  to  special  rules  in  addition 
to  the  other  qualification  requirements  of  the  Code.  Most,  but  not 
all,  of  this  disparity  was  eliminated  by  TEFRA.  Under  present  law, 
certain  special  aggregation  rules  apply  to  plans  maintained  by 
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owner-employees  that  do  not  apply  to  other  qualified  plans  (sec. 
401(d)  (1)  and  (2)). 

Reasons  for  Change 

The  remaining  special  nondiscrimination  rules  for  plans  main- 
tained by  unincorporated  employers  are  unnecessary  and  should  be 
eliminated.  Applying  the  same  set  of  rules  to  all  types  of  plans 
would  make  the  qualification  standards  easier  to  apply  and  admin- 
ister. 

Explanation  of  Provision 

The  bill  eliminates  the  special  aggregation  rules  that  apply  to 
plans  maintained  by  self-employed  individuals  that  do  not  apply  to 
other  qualified  plans. 

Effective  Date 

The  provision  is  effective  for  years  beginning  after  December  31, 
1992. 

6.  Alternative  Full  Funding  Limitation  (Sec.  4226  of  the  Bill  and 
Sec.  412  of  the  Code) 

Present  Law 

Under  present  law,  subject  to  certain  limitations,  an  employer 
may  make  deductible  contributions  to  a  defined  benefit  pension 
plan  up  to  the  full  funding  limitation.  The  full  funding  limitation 
is  generally  defined  as  the  excess,  if  any,  of  (1)  the  lesser  of  (a)  the 
accrued  liability  under  the  plan  (including  normal  cost)  or  (b)  150 
percent  of  the  plan's  current  liability,  over  (2)  the  lesser  of  (a)  the 
fair  market  value  of  the  plan's  assets,  or  (b)  the  actuarial  value  of 
the  plan's  assets  (sec.  412(c)(7)). 

The  Secretary  may,  under  regulations,  adjust  the  150-percent 
figure  contained  in  the  full  funding  limitation  to  take  into  account 
the  average  age  (and  length  of  service,  if  appropriate)  of  the  par- 
ticipants in  the  plan  (weighted  by  the  value  of  their  benefits  under 
the  plan).  In  addition,  the  Secretary  is  authorized  to  prescribe  regu- 
lations that  apply,  in  lieu  of  the  150  percent  of  current  liability 
limitation,  a  different  full  funding  limitation  based  on  factors  other 
than  current  liability.  The  Secretary  may  exercise  this  authority 
only  in  a  manner  so  that  in  the  aggregate,  the  effect  on  Federal 
budget  receipts  is  substantially  identical  to  the  effect  of  the  150- 
percent  full  funding  limitation. 

Reasons  for  Change 

The  Secretary  has  not  yet  exercised  his  authority  with  respect  to 
the  full  funding  limitation.  It  is  appropriate  to  specify  a  revenue- 
neutral  way  of  exercising  such  authority. 
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Explanation  of  Provision 

In  general 

The  bill  provides  that  an  employer  may  elect  to  disregard  the 
150-percent  limitation  if  each  plan  in  the  employer's  control  group 
is  not  top-heavy  and  the  average  accrued  liability  of  active  partici- 
pants under  the  plan  for  the  immediately  preceding  5  plan  years  is 
at  least  80  percent  of  the  plan's  total  accrued  liability  (the  "alter- 
native full  funding  limitation").  The  Secretary  is  required  to  adjust 
the  150-percent  full  funding  limitation  (in  the  manner  specified 
under  the  bill)  for  employers  that  do  not  use  the  alternative  full 
funding  limit  to  ensure  that  the  election  by  employers  to  disregard 
the  150-percent  limit  does  not  result  in  a  substantial  reduction  in 
Federal  revenues  for  any  fiscal  year. 

Notice  requirement 

Under  the  bill,  employers  electing  to  apply  the  alternative  limi- 
tation generally  must  notify  the  Secretary  by  January  1  of  the  cal- 
endar year  preceding  the  calendar  year  in  which  the  election 
period  begins.  Under  a  special  transition  rule,  in  the  case  of  any 
election  period  beginning  on  or  after  July  1,  1992,  and  before  Janu- 
ary 1,  1994,  the  notice  requirement  is  deemed  satisfied  if  the  Secre- 
tary is  notified  of  the  election  by  October  1,  1992.  In  addition,  the 
Secretary  is  required,  by  January  1,  1993,  to  notify  defined  benefit 
plans  that  have  not  made  an  election  to  apply  the  alternative  limi- 
tation of  any  adjustment  to  the  150-percent  full  funding  limitation 
required  under  the  provision. 

To  the  extent  a  defined  benefit  plan  sponsor  makes  a  contribu- 
tion to  a  defined  benefit  plan  with  respect  to  the  transition  period 
that  exceeds  the  full-funding  limitation,  as  adjusted  by  the  Secre- 
tary for  the  transition  period,  the  sponsor  is  required  to  offset  the 
excess  contribution  against  allowable  contributions  to  the  plan  in 
subsequent  quarters  in  the  taxable  year  of  the  sponsor.  If  no  subse- 
quent contributions  may  be  made  for  the  taxable  year,  the  trustee 
of  the  defined  benefit  plan  must  return  the  excess  contribution  to 
the  sponsor  in  that  taxable  year  or  the  subsequent  taxable  year. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

|  7.  Distributions  From  Qualified  Cash  or  Deferred  Arrangements 
Maintained  by  Rural  Cooperatives  (Sec.  4227  of  the  Bill  and  Sec. 
401(k)  of  the  Code) 

Present  Law 

Under  present  law,  a  qualified  cash  or  deferred  arrangement  can 
permit  withdrawals  by  participants  only  after  the  earlier  of  (1)  the 
participant's  separation  from  service,  death,  or  disability,  (2)  termi- 
j  nation  of  the  arrangement,  (3)  in  the  case  of  a  profit-sharing  or 
stock  bonus  plan,  the  attainment  of  age  59  Vfe,  or  (4)  in  the  case  of  a 
profit-sharing  or  stock  bonus  plan  to  which  section  402(a)(8)  applies, 
upon  hardship  of  the  participant  (sec.  401(k)(2)(B)).  In  the  case  of  a 
rural  cooperative  qualified  cash  or  deferred  arrangement,  which  is 
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part  of  a  money  purchase  pension  plan,  withdrawals  by  partici- 
pants cannot  occur  upon  attainment  of  age  59  V2  or  upon  hardship. 

Reasons  for  Change 

It  is  appropriate  to  permit  qualified  cash  or  deferred  arrange- 
ments of  rural  cooperatives  to  permit  distributions  to  plan  partici- 
pants under  the  same  circumstances  as  other  qualified  cash  or  de- 
ferred arrangements.  Rural  cooperatives  could  achieve  the  same  re- 
sults by  modifying  the  structure  of  their  plans.  There  is  no  justifi- 
able reason  to  require  rural  cooperatives  to  incur  the  administra- 
tive costs  of  plan  conversion  when  the  same  result  can  be  achieved 
without  imposing  such  costs. 

Explanation  of  Provision 

The  bill  provides  that  a  rural  cooperative  plan  that  includes  a 
qualified  cash  or  deferred  arrangement  will  not  be  treated  as  vio- 
lating the  qualification  requirements  merely  because  the  plan  per- 
mits distributions  to  plan  participants  after  the  attainment  of  age 

59  y2 

Effective  Date 

The  provision  is  effective  for  distributions  after  the  date  of  enact- 
ment. 

8.  Special  Rules  for  Plans  Covering  Pilots  (Sec.  4228  of  the  Bill  and 
Sec.  410(b)  of  the  Code) 

Present  Law 

Under  present  law,  for  purposes  of  determining  whether  a  quali- 
fied pension  plan  satisfies  the  minimum  coverage  requirements,  in 
the  case  of  trust  established  pursuant  to  a  collective  bargaining 
agreement  between  airline  pilots  and  one  or  more  employers,  all 
employees  not  covered  by  the  collective  bargaining  agreement  are 
disregarded  (sec.  410(b)(3)(B)).  This  provision  applies  only  in  the 
case  of  a  plan  that  provides  contributions  or  benefits  for  employees 
whose  principal  duties  are  customarily  performed  aboard  aircraft 
in  flight.  Thus,  a  collectively  bargained  plan  covering  only  airline 
pilots  is  tested  separately  for  purposes  of  the  minimum  coverage 
requirements. 

Reasons  for  Change 

Present  law  treats  airline  pilots  covered  by  a  collective  bargain- 
ing agreement  separately  for  purposes  of  testing  whether  a  pension 
plan  satisfies  the  minimum  coverage  requirements,  but  requires 
nonunion  airline  pilots  to  be  considered  with  an  employer's  other 
employees  for  coverage  purposes.  It  is  understood  that  pilots  are  re- 
quired to  retire  earlier  than  other  workers  under  Federal  regula- 
tions. Thus,  it  is  believed  that  all  pilots  must  accrue  their  benefits 
over  a  shorter  period  of  time,  regardless  of  whether  they  are  mem- 
bers of  a  union. 
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Explanation  of  Provision 

The  bill  provides  that,  in  the  case  of  a  plan  established  by  one  or 
more  employers  to  provide  contributions  or  benefits  for  air  pilots 
employed  by  one  or  more  common  carriers  engaged  in  interstate  or 
foreign  commerce  or  air  pilots  employed  by  carriers  transporting 
mail  for  or  under  contract  with  the  United  States  government,  all 
employees  who  are  not  air  pilots  are  excluded  from  consideration 
in  testing  whether  the  plan  satisfies  the  minimum  coverage  re- 
quirements. In  addition,  the  bill  provides  that  this  exception  does 
not  apply  in  the  case  of  a  plan  that  provides  contributions  or  bene- 
fits for  employees  who  are  not  air  pilots  or  for  air  pilots  whose 
principal  duties  are  not  customarily  performed  aboard  aircraft  in 
flight. 

Effective  Date 

The  provision  is  effective  for  years  beginning  after  December  31, 
1992. 

9.  Elimination  of  Special  Vesting  Rule  for  Multiemployer  Plans 
(Sec.  4229  of  the  Bill  and  Sec.  411  of  the  Code) 

Present  Law 

Under  present  law,  except  in  the  case  of  multiemployer  plans,  a 
plan  is  not  a  qualified  plan  unless  a  participant's  employer-provid- 
ed benefit  vests  at  least  as  rapidly  as  under  1  of  2  alternative  mini- 
mum vesting  schedules.  A  plan  satisfies  the  first  schedule  if  a  par- 
ticipant acquires  a  nonforfeitable  right  to  100  percent  of  the  par- 
ticipant's accrued  benefit  derived  from  employer  contributions 
upon  the  participant's  completion  of  5  years  of  service.  A  plan  sat- 
isfies the  second  schedule  if  a  participant  has  a  nonforfeitable  right 
to  at  least  20  percent  of  the  participant's  accrued  benefit  derived 
from  employer  contributions  after  3  years  of  service,  40  percent  at 
the  end  of  4  years  of  service,  60  percent  at  the  end  of  5  years  of 
service,  80  percent  at  the  end  of  6  years  of  service,  and  100  percent 
at  the  end  of  7  years  of  service. 

In  the  case  of  multiemployer  plan,  a  participant's  accrued  benefit 
derived  from  employer  contributions  is  required  to  be  100  percent 
vested  no  later  than  upon  the  participant's  completion  of  10  years 
of  service.  This  special  rule  applies  only  to  employees  covered  by 
the  plan  pursuant  to  a  collective  bargaining  agreement. 

Reasons  for  Change 

The  present-law  vesting  rules  for  multiemployer  plans  add  to 
1  complexity  because  there  are  different  vesting  schedules  for  differ- 
ent types  of  plans,  and  different  vesting  schedules  for  persons 
I  within  the  same  multiemployer  plan.  In  addition,  the  present-law 
j  rule  prevents  some  workers  from  earning  a  pension  under  a  multi- 
j  employer  plan.  Conforming  the  multiemployer  plan  rules  to  the 
rules  for  other  plans  would  mean  that  workers  could  earn  addition- 
al benefits. 
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Explanation  of  Provision 

The  bill  conforms  the  vesting  rules  for  multiemployer  plans  to 
the  rules  applicable  to  other  qualified  plans. 

Effective  Date 

The  provision  is  effective  for  plan  years  beginning  on  or  after  the 
earlier  of  (1)  the  later  of  January  1,  1993,  or  the  date  on  which  the 
last  of  the  collective  bargaining  agreements  pursuant  to  which  the 
plan  is  maintained  terminates,  or  (2)  January  1,  1995,  with  respect 
to  participants  with  an  hour  of  service  after  the  effective  date. 

10.  Treatment  of  Deferred  Compensation  Plans  of  State  and  Local 
Governments  and  Tax-Exempt  Organizations  (Sec.  4230  of  the 
Bill  and  Sec.  457  of  the  Code) 

Present  Law 

Under  a  general  principle  of  the  Federal  income  tax  system,  indi- 
viduals are  taxed  currently  not  only  on  compensation  actually  re- 
ceived, but  also  on  compensation  constructively  received  during  the 
taxable  year.  An  individual  is  treated  as  having  constructively  re- 
ceived compensation  during  the  current  taxable  year  if  the  com- 
pensation would  have  been  payable  during  the  current  taxable 
year  but  for  the  individual's  election  to  defer  receipt  of  the  com- 
pensation to  a  later  taxable  year. 

An  exception  to  this  rule  applies  to  compensation  deferred  under 
an  eligible  unfunded  deferred  compensation  plan  (a  sec.  457  plan) 
of  a  tax-exempt  or  State  or  local  governmental  employer. 

Under  a  section  457  plan,  an  employee  who  elects  to  defer  the 
receipt  of  current  compensation  will  be  taxed  on  the  amounts  de- 
ferred when  such  amounts  are  paid  or  made  available.  The  maxi- 
mum annual  deferral  under  such  a  plan  is  the  lesser  of  (1)  $7,500 
or  (2)  33     percent  of  compensation  (net  of  the  deferral). 

In  general,  amounts  deferred  under  a  section  457  plan  may  not 
be  made  available  to  an  employee  before  the  earlier  of  (1)  the  cal- 
endar year  in  which  the  participant  attains  age  70  V2,  (2)  when  the 
participant  is  separated  from  service  with  the  employer,  or  (3) 
when  the  participant  is  faced  with  an  unforeseeable  emergency. 
Amounts  that  are  made  available  to  an  employee  upon  separation 
from  service  are  includible  in  gross  income  in  the  taxable  year  in 
which  they  are  made  available. 

Under  present  law,  benefits  under  a  section  457  plan  are  not 
treated  as  made  available  if  the  participant  may  elect  to  receive  a 
lump  sum  payable  after  separation  from  service  and  within  60  days 
of  the  election.  This  exception  to  the  general  rules  is  available  only 
if  the  total  amount  payable  to  the  participant  under  the  plan  does 
not  exceed  $3,500  and  no  additional  amounts  may  be  deferred 
under  the  plan  with  respect  to  the  participant. 

Reasons  for  Change 

It  is  believed  that  it  is  appropriate  to  index  the  dollar  limits  on 
deferrals  under  section  457  plans  to  maintain  the  value  of  the  de- 
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ferral  and  to  provide  two  additional  exceptions  to  the  principle  of 
constructive  receipt  with  respect  to  distributions  from  such  plans. 

Explanation  of  Provision 

The  bill  makes  three  changes  to  the  rules  governing  unfunded 
deferred  compensation  plans  of  tax-exempt  and  governmental  em- 
ployers. 

First,  the  bill  permits  in-service  distributions  of  accounts  that  do 
not  exceed  $3,500  if  no  amount  has  been  deferred  under  the  plan 
with  respect  to  the  account  for  2  years  and  there  has  been  no  prior 
distribution  under  this  cash-out  rule. 

Second,  the  bill  increases  the  number  of  elections  that  can  be 
made  with  respect  to  the  time  distributions  must  begin  under  the 
plan.  The  bill  provides  that  the  amount  payable  to  a  participant 
under  a  section  457  plan  is  not  to  be  treated  as  made  available 
merely  because  the  participant  may  elect  to  defer  commencement 
of  distributions  under  the  plan  if  (1)  the  election  is  made  after 
amounts  may  be  distributed  under  the  plan  but  before  the  actual 
commencement  of  benefits,  and  (2)  the  participant  makes  only  1 
such  additional  election.  This  additional  election  is  permitted  with- 
out the  need  for  financial  hardship,  and  the  election  can  only  be  to 
a  date  that  is  after  the  date  originally  selected  by  the  participant. 

Finally,  the  bill  provides  for  indexing  of  the  dollar  limit  on  defer- 
rals. 

Effective  Date 

The  provisions  are  effective  for  taxable  years  beginning  after  the 
date  of  enactment. 

11.  Limits  on  Contributions  and  Benefits  Under  Governmental 
Plans  (Sec.  4231  of  the  Bill  and  Sees.  415  and  457  of  the  Code) 

Present  Law 

Present  law  imposes  limits  on  contributions  and  benefits  under 
qualified  plans  based  on  the  type  of  plan  (sec.  415).  The  limits 
apply  to  plans  maintained  by  private  and  public  employers.  Certain 
special  rules  apply  to  governmental  plans. 

In  the  case  of  a  defined  contribution  plan,  the  annual  additions 
to  the  plan  with  respect  to  each  plan  participant  are  limited  to  the 
lesser  of  (1)  25  percent  of  compensation,  or  (2)  $30,000.  The  limit  on 
the  annual  benefits  payable  by  a  defined  benefit  pension  plan  is 
generally  the  lesser  of  (1)  100  percent  of  compensation,  or  (2) 
$112,221  for  1992.  The  dollar  limit  is  increased  annually  for  infla- 
tion. The  dollar  limit  is  reduced  actuarially  if  payment  of  benefits 
is  to  begin  before  the  social  security  retirement  age,  and  increased 
if  benefits  are  to  begin  after  that  age. 

Under  special  rules  for  plans  maintained  by  State  or  local  gov- 
ernments, such  plans  may  provide  benefits  greater  than  those  per- 
mitted by  the  limits  on  benefits  applicable  to  plans  maintained  by 
private  employers. 
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Reasons  for  Change 

The  limits  on  contributions  and  benefits  create  unique  problems 
for  plans  maintained  by  public  employers. 

Explanation  of  Provision 

The  provision  makes  the  following  modifications  to  the  limits  on 
contributions  and  benefits  as  applied  to  governmental  plans:  (1) 
compensation  includes  employer  contributions  to  certain  employee 
plans  under  a  salary  reduction  arrangement;  (2)  the  100  percent  of 
compensation  limitation  does  not  apply;  and  (3)  the  defined  benefit 
pension  plan  limitation  does  not  apply  to  certain  disability  and  sur- 
vivor benefits.  The  provision  also  permits  State  and  local  govern- 
ment employers  to  maintain  excess  benefit  plans  (i.e.,  plans  that 
provide  benefits  that  cannot  be  provided  under  a  qualified  plan  due 
to  the  limits  on  contributions  and  benefits)  without  regard  to  the 
limits  on  unfunded  deferred  compensation  arrangements  of  State 
and  local  government  employers  (sec.  457).  Benefits  provided  by 
such  plans  are  subject  to  the  same  tax  rules  applicable  to  excess 
plans  maintained  by  private  employers  (e.g.,  sec.  83). 

Effective  Date 

The  provision  is  effective  for  years  beginning  after  the  date  of  en- 
actment. Governmental  plans  are  treated  as  if  in  compliance  with 
the  requirements  of  section  415  for  years  beginning  on  or  before 
the  date  of  enactment. 


12.  Use  of  501(c)(21)  Black  Lung  Trust  Assets  to  Fund  Retiree 
Health  Benefits  (Sec.  4232  of  the  Bill  and  Sees.  501(c)(21),  192(c),  „ 
and  4951(f)  of  the  Code) 

Present  Law 

A  qualified  black  lung  benefit  trust  described  in  section  501(c)(21) 
of  the  Internal  Revenue  Code  is  exempt  from  federal  income  tax- 
ation. In  addition,  a  deduction  is  allowed  for  contributions  to  a 
qualified  black  lung  benefit  trust  to  the  extent  such  contributions 
are  necessary  to  fund  the  trust. 

Under  present  law,  no  assets  of  a  qualified  black  lung  benefit 
trust  may  be  used  for,  or  diverted  to,  any  purpose  other  than  (i)  to 
satisfy  labilities,  or  pay  insurance  premiums  to  cover  liabilities, 
arising  under  the  Black  Lung  Acts,  (ii)  to  pay  administrative  costs 
of  operating  the  trust,  or  (iii)  investment  in  U.S.,  State,  or  local  se 
curities  and  obligations,  or  in  time  demand  deposits  in  a  bank  or 
insured  credit  union. 

Under  present  law,  excess  trust  assets  may  be  paid  into  the  na- 
tional Black  Lung  Disability  Trust  Fund,  or  into  the  general  fund 
of  the  U.S.  Treasury. 

Reasons  for  Change 

Permitting  excess  assets  in  black  lung  trusts  to  be  used  to  pay 
retiree  accident  and  health  benefits  for  miners  will  provide  an  ad- 
ditional source  of  funding  for  affected  companies  to  pay  for  prom- 
ised health  care  benefits.  This  use  of  excess  assets  is  appropriate 
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provided  there  are  safeguards  to  help  ensure  that  sufficient  funds 
will  be  available  to  pay  for  black  lung  benefit  liabilities. 

Explanation  of  Provision 

The  provision  allows  excess  assets  in  qualified  black  lung  benefit 
trusts  to  be  used  to  pay  accident  and  health  benefits  or  premiums 
for  insurance  for  such  benefits  (including  administrative  and  other 
incidental  expenses  relating  to  such  benefits)  for  retired  coal 
miners  and  their  spouses  and  dependents.  The  amount  of  assets 
available  for  such  purpose  is  subject  to  a  yearly  limit  as  well  as  an 
aggregate  limit.  The  yearly  limit  is  the  amount  of  assets  in  excess 
of  110  percent  of  the  present  value  of  the  liability  for  black  lung 
benefits  determined  as  of  the  close  of  the  preceding  taxable  year  of 
the  trust.  The  aggregate  limit  is  the  amount  of  assets  in  excess  of 
110  percent  of  the  present  value  of  the  liability  for  black  lung  bene- 
fits determined  as  of  the  close  of  the  taxable  year  of  the  trust 
ending  prior  to  the  effective  date,  plus  earnings  thereon.  Each  of 
these  determinations  is  required  to  be  made  by  an  independent  ac- 
tuary. 

The  amounts  used  to  pay  retiree  accident  or  health  benefits  are 
not  includible  in  the  income  of  the  company,  nor  is  a  deduction  al- 
lowed for  such  amounts. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1991. 

13.  Definition  of  Employer  Reversion  (Sec.  4233  of  the  Bill  and  Sec. 

4980  of  the  Code) 

Present  Law 

Under  present  law,  employer  reversions  from  qualified  pension 
plans  are  generally  subject  to  an  excise  tax.  In  some  cases,  Federal 
regulations  require  that  a  portion  of  any  reversion  from  a  plan 
maintained  by  a  government  contractor  be  paid  to  the  United 
States.  Such  amounts  are  subject  to  the  excise  tax  on  reversions. 

Reasons  for  Change 

The  excise  tax  was  intended  to  apply  to  amounts  received  by  an 
employer.  Imposition  of  the  tax  is  not  appropriate  if  the  reversion 
is  payable  to  the  Federal  government. 

Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  the  excise  tax,  an  employ- 
er reversion  does  not  include  certain  amounts  paid  to  the  Federal 
government  by  reason  of  certain  government  contracting  regula- 
tions. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 
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14.  Clarification  of  Application  of  Health  Care  Continuation  Rules 
to  Savings  and  Loan  Associations  (Sec.  4234  of  the  Bill  and  Sec. 
4980B  of  the  Code) 

Present  Law 

Under  the  health  care  continuation  rules,  persons  who  are  cov- 
ered under  a  group  health  plan  are  required  to  be  offered  the  op- 
portunity to  continue  to  participate  for  a  specified  period  of  time  in 
a  group  health  plan  of  the  employer  (or  a  plan  of  a  successor  em- 
ployer) despite  the  occurrence  of  a  qualifying  event  that  otherwise 
would  terminate  such  participation.  Qualified  beneficiaries  are  em- 
ployees covered  by  the  plan  and  the  spouse  and  dependent  children 
of  a  covered  employee. 

Qualifying  events  include  termination  of  employment  of  a  cov- 
ered employee,  the  divorce  or  death  of  a  covered  employee,  the  cov- 
ered employee  becoming  entitled  to  Medicare,  and,  in  the  case  of  a  i 
retired  employee,  the  commencement  of  a  bankruptcy  proceeding 
under  title  11  of  the  United  States  Code. 

The  period  for  which  coverage  is  required  to  be  continued  de- 
pends on  the  qualifying  event,  and  is  generally  either  18  months  or 
36  months.  Persons  electing  continuation  coverage  can  be  required 
to  pay  for  the  coverage. 

The  health  care  continuation  provisions  are  enforced  under  the  i 
Code  by  means  of  an  excise  tax  (sec.  4980B). 

The  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1 
1991  contained  a  provision  clarifying  the  application  of  the  health  I  i 
care  continuation  rules  in  the  case  of  failed  depository  institutions.  |  t 
In  general,  the  provision  provides  that  the  Federal  Deposit  Insur-  i 
ance  Corporation  (FDIC),  a  bridge  bank,  or  any  successor  of  a  failed 
depository  institution  is  required  to  provide  continuation  health  J  i 
care  coverage  to  former  employees  of  the  failed  institution.  This  \  t 
provision  is  effective  for  plan  years  beginning  on  or  after  the  date 
of  enactment  of  the  Act,  regardless  of  whether  the  qualifying  event  |,  t 
occurred  before,  on,  or  after  such  date. 

Reasons  for  Change 

The  health  care  continuation  provisions  relating  to  successors  of  j  ( 
failed  financial  institutions  were  not  included  in  the  Internal  Reve- 
nue Code.  Administration  of  such  rules  would  be  simplified  if  the 
rules  were  added  to  the  Code  provisions  regarding  health  care  con-  1  i 
tinuation.  In  doing  so,  certain  clarifications  of  the  provisions  are  E  i 
appropriate. 

Description  of  Provision 

Under  the  bill,  the  obligations  of  bridge  banks  and  successors  to 
failed  institutions  are  incorporated  into  the  health  care  continu-  | 
ation  provisions  of  the  Code.  The  bill  clarifies  that  the  individuals 
eligible  for  continuation  health  care  coverage  include  any  individ-  1 
ual  who  was  provided  coverage  under  a  group  health  plan  of  the 
failed  depository  institution  by  reason  of  the  performance  of  serv- 
ices for  such  institution,  and  the  spouse  and  any  dependent  child  of  I 
such  individual.  The  bill  also  provides  that  retired  employees  of  a 
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failed  depository  institution  are  entitled  to  the  same  continuation 
coverage  rights  as  retirees  of  a  company  in  bankruptcy. 

Under  the  bill,  the  health  care  continuation  plan  offered  by  the 
FDIC  on  June  25,  1992,  and  any  other  substantially  similar  plan 
maintained  by  the  FDIC,  is  deemed  to  meet  the  requirements  of 
Code  section  4980B(f)  with  respect  to  individuals  covered  under  this 
provision. 

Effective  Date 

The  provision  is  effective  as  if  included  in  section  451  of  the  Fed- 
eral Deposit  Insurance  Corporation  Improvement  Act  of  1991. 

Subtitle  C.  Treatment  of  Large  Partnerships 

PART  I — GENERAL  PROVISIONS 

1.  Simplified  Flow-Through  for  Large  Partnerships  (Sec.  4301  of  the 
Bill  and  New  Sees.  771-777  of  the  Code) 

Present  Law 
Treatment  of  partnerships  in  general 

A  partnership  generally  is  treated  as  a  conduit  for  Federal 
income  tax  purposes.  Each  partner  takes  into  account  separately 
his  distributive  share  of  the  partnership's  items  of  income,  gain, 
loss,  deduction  or  credit.  The  character  of  an  item  is  the  same  as  if 
it  had  been  directly  realized  or  incurred  by  the  partner.  Limita- 
tions affecting  the  computation  of  taxable  income  generally  apply 
at  the  partner  level. 

The  taxable  income  of  a  partnership  is  computed  in  the  same 
manner  as  that  of  an  individual  except  that  no  deduction  is  permit- 
ted for  personal  exemptions,  foreign  taxes,  charitable  contributions, 
net  operating  losses,  certain  itemized  deductions,  or  depletion.  Elec- 
tions affecting  the  computation  of  taxable  income  derived  from  a 
partnership  are  made  by  the  partnership,  except  for  certain  elec- 
tions such  as  those  relating  to  discharge  of  indebtedness  income 
and  the  foreign  tax  credit. 

Capital  gains 

The  net  capital  gain  of  an  individual  is  taxed  generally  at  the 
same  rates  applicable  to  ordinary  income,  subject  to  a  maximum 
marginal  rate  of  28  percent.  Net  capital  gain  is  the  excess  of  net 
long-term  capital  gain  over  net  short-term  capital  loss.  Individuals 
with  a  net  capital  loss  generally  may  deduct  up  to  $3,000  of  the  loss 
each  year  against  ordinary  income.  Net  capital  losses  in  excess  of 
the  $3,000  limit  may  be  carried  forward  indefinitely. 

A  special  rule  applies  to  gains  and  losses  on  the  sale,  exchange  or 
involuntary  conversion  of  certain  trade  or  business  assets  (sec. 
|  1231).  In  general,  net  gains  from  such  assets  are  treated  as  long- 
term  capital  gains  but  net  losses  are  treated  as  ordinary  losses. 

A  partner's  share  of  a  partnership's  net  short-term  capital  gain 
or  loss  and  net  long-term  capital  gain  or  loss  from  portfolio  invest- 
ments is  separately  reported  to  the  partner.  A  partner's  share  of  a 
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partnership's  net  gain  or  loss  under  section  1231  generally  is  also 
separately  reported. 

Deductions 

Miscellaneous  itemized  deductions  (e.g.,  certain  investment  ex- 
penses) are  deductible  only  to  the  extent  that,  in  the  aggregate, 
they  exceed  two  percent  of  the  individual's  adjusted  gross  income. 

In  general,  taxpayers  are  allowed  a  deduction  for  charitable  con- 
tributions, subject  to  certain  limitations.  The  deduction  allowed  an 
individual  generally  cannot  exceed  50  percent  of  the  individual's 
adjusted  gross  income  for  the  taxable  year.  The  deduction  allowed 
a  corporation  generally  cannot  exceed  10  percent  of  the  corpora- 
tion's taxable  income.  Excess  contributions  are  carried  forward  for 
five  years. 

A  partner's  distributive  share  of  a  partnership's  miscellaneous 
itemized  deductions  and  charitable  contributions  are  separately  re- 
ported to  the  partner. 

Credits  in  general 

Each  partner  is  allowed  his  distributive  share  of  credits  against 
his  taxable  income.  A  refundable  credit  for  gasoline  used  for 
exempt  purposes  is  allowed.  Nonrefundable  credits  for  clinical  test- 
ing expenses  for  certain  drugs  for  rare  diseases,  for  producing  fuel 
from  nonconventional  sources,  and  for  the  general  business  credit 
are  also  allowed.  The  general  business  credit  includes  the  invest- 
ment credit  (which  in  turn  includes  the  rehabilitation  credit),  the 
targeted  jobs  credit,  the  alcohol  fuels  credit,  the  research  credit, 
and  the  low-income  housing  credit. 

The  credits  for  clinical  testing  expenses  and  for  the  production  of 
fuel  from  nonconventional  sources  are  limited  to  the  excess  of  regu- 
lar tax  over  tentative  minimum  tax.  Excess  credits  generally 
cannot  be  carried  to  another  taxable  year.  The  amount  of  general 
business  credit  allowable  in  a  taxable  year  is  limited  to  the  excess 
of  a  partner's  net  income  over  the  greater  of  (1)  the  tentative  mini- 
mum tax  for  the  year  or  (2)  25  percent  of  the  taxpayer's  net  regu 
lar  tax  liability  in  excess  of  $25,000.  The  general  business  credit  in 
excess  of  this  amount  is  carried  back  three  years  and  forward  15 
years. 

The  benefit  of  the  investment  credit  and  the  low-income  housing 
credit  is  recaptured  if,  within  a  specified  time  period,  the  partner 
transfers  his  partnership  interest  or  the  partnership  converts  or 
transfers  the  property  for  which  the  credit  was  allowed. 

Foreign  taxes 

The  foreign  tax  credit  generally  allows  U.S.  taxpayers  to  reduce 
U.S.  income  tax  on  foreign  income  by  the  amount  of  foreign  income 
taxes  paid  or  accrued  with  respect  to  that  income.  In  lieu  of  elect- 
ing the  foreign  tax  credit,  a  taxpayer  may  deduct  foreign  taxes. 
The  total  amount  of  the  credit  may  not  exceed  the  same  proportion 
of  the  taxpayer's  U.S.  tax  which  the  taxpayer's  foreign  source  tax- 
able income  bears  to  the  taxpayer's  worldwide  taxable  income  for 
the  taxable  year. 
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Unrelated  business  taxable  income 

Tax-exempt  organizations  are  subject  to  tax  on  income  from  un- 
related businesses.  Certain  types  of  income  (such  as  dividends,  in- 
terest and  certain  rental  income)  are  not  treated  as  unrelated  busi- 
ness taxable  income.  Thus,  for  a  partner  that  is  an  exempt  organi- 
zation, whether  partnership  income  is  unrelated  business  taxable 
income  depends  on  the  character  of  the  underlying  income.  Income 
from  a  publicly  traded  partnership,  however,  is  treated  as  unrelat- 
ed business  taxable  income  regardless  of  the  character  of  the  un- 
derlying income. 

Special  rules  related  to  oil  and  gas  activities 

Taxpayers  involved  in  the  search  for  and  extraction  of  crude  oil 
and  natural  gas  are  subject  to  certain  special  tax  rules.  As  a  result, 
in  the  case  of  partnerships  engaged  in  such  activities,  certain  spe- 
cific information  is  separately  reported  to  partners. 

A  taxpayer  who  owns  an  economic  interest  in  a  producing  depos- 
it of  natural  resources  (including  crude  oil  and  natural  gas)  is  per- 
mitted to  claim  a  deduction  for  depletion  of  the  deposit  as  the  min- 
erals are  extracted.  In  the  case  of  oil  and  gas  produced  in  the 
United  States,  a  taxpayer  generally  is  permitted  to  claim  the  great- 
er of  a  deduction  for  cost  depletion  or  percentage  depletion.  Cost 
depletion  is  computed  by  multiplying  a  taxpayer's  adjusted  basis  in 
the  depletable  property  by  a  fraction,  the  numerator  of  which  is 
the  amount  of  current  year  production  from  the  property  and  the 
denominator  of  which  is  the  property's  estimated  reserves  as  of  the 
beginning  of  that  year.  Percentage  depletion  is  equal  to  a  specified 
percentage  (generally  15  percent  in  the  case  of  oil  and  gas)  of  gross 
income  from  production.  Cost  depletion  is  limited  to  the  taxpayer's 
basis  in  the  depletable  property;  percentage  depletion  is  not  so  lim- 
ited. Once  a  taxpayer  has  exhausted  its  basis  in  the  depletable 
property,  it  may  continue  to  claim  percentage  depletion  deductions 
(generally  referred  to  as  "excess  percentage  depletion"). 

Certain  limitations  apply  to  the  deduction  for  oil  and  gas  per- 
centage depletion.  First,  percentage  depletion  is  not  available  to  oil 
and  gas  producers  who  also  engage  (directly  or  indirectly)  in  signifi- 
cant levels  of  oil  and  gas  retailing  or  refining  activities  (so-called 
"integrated  oil  and  gas  companies").  Second,  the  deduction  for  per- 
centage depletion  may  be  claimed  by  a  taxpayer  only  with  respect 
to  up  to  1,000  barrels-per-day  of  production.  Third,  the  percentage 
depletion  deduction  may  not  exceed  100  percent  of  the  taxpayer's 
net  income  for  the  taxable  year  from  the  depletable  oil  and  gas 
property.  Fourth,  a  percentage  depletion  deduction  may  not  be 
claimed  to  the  extent  that  it  exceeds  65  percent  of  the  taxpayer's 
pre-percentage  depletion  taxable  income. 

In  the  case  of  a  partnership  that  owns  depletable  oil  and  gas 
properties,  the  depletion  allowance  is  computed  separately  by  the 
partners  and  not  by  the  partnership.  In  computing  a  partner's 
basis  in  his  partnership  interest,  basis  is  increased  by  the  partner's 
share  of  any  partnership-related  excess  percentage  depletion  deduc- 
tions and  is  decreased  (but  not  below  zero)  by  the  partner's  total 
amount  of  depletion  deductions  attributable  to  partnership  proper- 
ty. 
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Intangible  drilling  and  development  costs  (IDCs)  incurred  with 
respect  to  domestic  oil  and  gas  wells  generally  may  be  deducted  at 
the  election  of  the  taxpayer.  In  the  case  of  integrated  oil  compa- 
nies, no  more  than  70  percent  of  IDCs  incurred  during  a  taxable 
year  may  be  deducted.  IDCs  not  deducted  are  capitalized  and  gen- 
erally are  either  added  to  the  property's  basis  and  recovered 
through  depletion  deductions  or  amortized  on  a  straight-line  basis 
over  a  60-month  period. 

The  special  treatment  granted  oil  and  gas  activities  through  the 
percentage  depletion  rules  and  the  election  to  deduct  IDCs  may 
give  rise  to  items  of  tax  preference  or  (in  the  case  of  corporate  tax- 
payers) an  adjusted  current  earnings  ("ACE")  adjustment  for  the 
alternative  minimum  tax.  With  respect  to  percentage  depletion, 
any  excess  percentage  depletion  constitutes  an  amount  of  tax  pref- 
erence. 

For  IDCs,  the  tax  preference  item  is  based  on  a  concept  of 
"excess  IDCs."  In  general,  excess  IDCs  are  the  excess  of  IDCs  de- 
ducted for  the  taxable  year  over  the  amount  of  those  IDCs  that 
would  have  been  deducted  had  they  been  capitalized  and  amortized 
on  a  straight-line  basis  over  120  months  commencing  with  the 
month  production  begins  from  the  related  well.  The  amount  of  tax 
preference  is  then  computed  as  the  difference  between  the  excess 
IDC  amount  and  65  percent  of  the  taxpayer's  net  income  from  oil 
and  gas  (computed  without  a  deduction  for  excess  IDCs). 

Taxpayers  other  than  integrated  oil  companies  that  incur  oil  and 
gas  related  amounts  of  tax  preference  and  ACE  adjustments  are 
permitted  a  "special  energy  deduction"  in  computing  alternative 
minimum  taxable  income.  The  special  energy  deduction  generally 
is  comprised  of  various  specified  percentages  of  IDC  preference 
(and  associated  ACE  adjustment)  related  to  exploratory  and  devel- 
opment drilling  and  to  a  specified  portion  of  percentage  depletion 
preference  (and  associated  ACE  adjustment)  related  to  marginally- 
producing  depletable  properties.  The  cumulative  special  energy  de- 
duction may  not  offset  more  than  40  percent  of  pre-special  energy 
deduction  alternative  minimum  taxable  income. 

Passive  losses 

The  passive  loss  rules  generally  disallow  deductions  and  credits 
from  passive  activities  to  the  extent  they  exceed  income  from  pas- 
sive activities.  Losses  not  allowed  in  a  taxable  year  are  suspended 
and  treated  as  current  deductions  from  passive  activities  in  the 
next  taxable  year.  These  losses  are  allowed  in  full  when  a  taxpayer 
disposes  of  the  entire  interest  in  the  passive  activity  to  an  unrelat- 
ed person  in  a  taxable  transaction.  Passive  activities  include  trade 
or  business  activities  in  which  the  taxpayer  does  not  materially 
participate.  (Limited  partners  generally  do  not  materially  partici- 
pate in  the  activities  of  a  partnership.)  Passive  activities  also  in- 
clude rental  activities  (regardless  of  the  taxpayer's  material  partici- 
pation).1 Portfolio  income  (such  as  interest  and  dividends),  and  ex- 


1  An  individual  who  actively  participates  in  a  rental  real  estate  activity  and  holds  at  least  a 
10  percent  interest  may  deduct  up  to  $25,000  of  passive  losses.  The  $25,000  amount  phases  out  as 
the  individual's  income  increases  from  $100,000  to  $150,000. 
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penses  allocable  to  such  income,  are  not  treated  as  income  or  loss 
from  a  passive  activity. 

A  partnership's  operations  may  be  treated  as  multiple  activities 
for  purposes  of  the  passive  loss  rules.  In  such  case,  the  partnership 
must  separately  report  items  of  income  and  deductions  from  each 
of  its  activities. 

Income  from  a  publicly  traded  partnership  is  treated  as  portfolio 
income  under  the  passive  loss  rules.  In  addition,  loss  from  such  a 
partnership  is  treated  as  separate  from  income  and  loss  from  any 
other  publicly  traded  partnership,  and  also  as  separate  from  any 
income  or  loss  from  passive  activities. 

REMICs 

A  tax  is  imposed  on  partnerships  holding  a  residual  interest  in  a 
real  estate  mortgage  investment  conduit  (REMIC).  The  amount  of 
the  tax  is  the  amount  of  excess  inclusions  allocable  to  partnership 
interests  owned  by  certain  tax-exempt  organizations  ("disqualified 
organizations")  multiplied  by  the  highest  corporate  tax  rate. 

Contribution  of  property  to  a  partnership 

In  general,  a  partner  recognizes  no  gain  or  loss  upon  the  contri- 
bution of  property  to  a  partnership.  However,  income,  gain,  loss 
and  deduction  with  respect  to  property  contributed  to  a  partner- 
ship by  a  partner  must  be  allocated  among  the  partners  so  as  to 
take  into  account  the  difference  between  the  basis  of  the  property 
to  the  partnership  and  its  fair  market  value  at  the  time  of  contri- 
bution. In  addition,  the  contributing  partner  must  recognize  gain 
or  loss  equal  to  such  difference  if  the  property  is  distributed  to  an- 
other partner  within  five  years  of  its  contribution  (sec.  704(c)). 
Under  regulations,  the  amount  of  depreciation  and  gain  or  loss 
that  is  allocated  under  these  rules  is  limited  to  the  depreciation  al- 
lowable to.  or  gain  or  loss  recognized  by,  the  partnership  for  tax 
purposes  with  respect  to  the  contributed  property  (the  "ceiling 
rule"). 

Election  of  optional  basis  adjustments 

In  general,  the  transfer  of  a  partnership  interest  or  a  distribu- 
tion of  partnership  property  does  not  affect  the  basis  of  partnership 
assets.  A  partnership,  however,  may  elect  to  make  certain  adjust- 
ments in  the  basis  of  partnership  property  (sec.  754).  Under  a  sec- 
tion 754  election,  the  transfer  of  a  partnership  interest  generally 
results  in  an  adjustment  in  the  partnership's  basis  in  its  property 
for  the  benefit  of  the  transferee  partner  only,  to  reflect  the  differ- 
ence between  that  partner's  basis  for  his  interest  and  his  propor- 
tionate share  of  the  adjusted  basis  of  partnership  property  (sec. 
743(b)).  Also  under  the  election,  a  distribution  of  property  to  a  part- 


The  $25,000  allowance  also  applies  to  low-income  housing  and  rehabilitation  credits  (on  a  de- 
duction equivalent  basis),  regardless  of  whether  the  taxpayer  claiming  the  credit  actively  par- 
ticipates in  the  rental  real  estate  activity  generating  the  credit.  In  addition,  the  income  phase- 
out  range  for  the  $25,000  allowance  for  rehabilitation  credits  is  $200,000  to  $250,000  (rather  than 
$100,000  to  $150,000).  For  interests  acquired  after  December  31,  1989  in  partnerships  holding 
property  placed  in  service  after  that  date,  the  $25,000  deduction-equivalent  allowance  is  permit- 
ted for  the  low-income  housing  credit  without  regard  to  the  taxpayer's  income. 
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ner  in  certain  cases  results  in  an  adjustment  in  the  basis  of  other 
partnership  property  (sec.  734(b)). 

Terminations 

A  partnership  terminates  if  either  (1)  all  partners  cease  carrying 
on  the  business,  financial  operation  or  venture  of  the  partnership, 
or  (2)  within  a  12-month  period  50  percent  or  more  of  the  total 
partnership  interests  are  sold  or  exchanged  (sec.  708). 

Reasons  for  Change 

The  requirement  that  each  partner  take  into  account  separately 
his  distributive  share  of  a  partnership's  items  of  income,  gain,  loss, 
deduction  and  credit  can  result  in  the  reporting  of  a  large  number 
of  items  to  each  partner.  The  Schedule  K-l,  on  which  such  items 
are  reported,  contains  space  for  more  than  40  items.  Reporting  so 
many  separately  stated  items  is  burdensome  for  individual  inves- 
tors with  relatively  small,  passive  interests  in  large  partnerships. 
In  many  respects  such  investments  are  indistinguishable  from 
those  made  in  corporate  stock  or  mutual  funds,  which  do  not  re- 
quire reporting  of  numerous  separate  items. 

In  addition,  the  number  of  items  reported  under  the  current 
regime  makes  it  difficult  for  the  Internal  Revenue  Service  to  match 
items  reported  on  the  K-l  against  the  partner's  income  tax  return. 
Matching  is  also  difficult  because  items  on  the  K-l  are  often  modi- 
fied or  limited  at  the  partner  level  before  appearing  on  the  part- 
ner's tax  return. 

By  significantly  reducing  the  number  of  items  that  must  be  sepa- 
rately reported  to  partners,  the  provision  eases  the  reporting 
burden  of  partners  and  facilitates  matching  by  the  IRS.  Moreover, 
the  committee  understands  that  the  Internal  Revenue  Service  is 
considering  restricting  the  use  of  substitute  reporting  forms  by 
large  partnerships.  Reduction  of  the  number  of  items  makes  possi- 
ble a  short  standardized  form. 

In  addition,  the  rules  governing  allocations  with  respect  to  prop- 
erty contributed  to  a  partnership  and  the  rules  regarding  partner- 
ship terminations  are  ill-suited  to  large  partnerships,  whose  inter- 
ests are  commonly  transferred.  By  adopting  a  deferred  sale  ap- 
proach for  property  contributions  and  by  reducing  the  possibility  of 
partnership  terminations,  the  provision  improves  the  administra- 
tion of  the  tax  rules  governing  large  partnerships. 

Explanation  of  Provisions 

In  general 

The  bill  modifies  the  tax  treatment  of  a  large  partnership  (gener- 
ally, a  partnership  with  at  least  250  partners,  or  an  electing  part- 
nership with  at  least  100  partners)  and  its  partners.  The  bill  pro- 
vides that  each  partner  takes  into  account  separately  the  partner's 
distributive  share  of  the  following  items,  which  are  determined  at 
the  partnership  level:  (1)  taxable  income  or  loss  from  passive  loss 
limitation  activities;  (2)  taxable  income  or  loss  from  other  activities 
(e.g.,  portfolio  income  or  loss);  (3)  net  capital  gain  or  loss  to  the 
extent  allocable  to  passive  loss  limitation  activities  and  other  ac- 
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tivities;  (4)  tax-exempt  interest;  (5)  net  alternative  minimum  tax 
adjustment  separately  computed  for  passive  loss  limitation  activi- 
ties and  other  activities;  (6)  general  credits;  (7)  low-income  housing 
credit;  (8)  rehabilitation  credit;  (9)  credit  for  producing  fuel  from  a 
nonconventional  source;  and  (10)  creditable  foreign  taxes  and  for- 
eign source  items.2 

Under  the  bill,  the  taxable  income  of  a  large  partnership  is  com- 
puted in  the  same  manner  as  that  of  an  individual,  except  that  the 
items  described  above  are  separately  stated  and  certain  modifica- 
tions are  made.  These  modifications  include  disallowing  the  deduc- 
tion for  personal  exemptions,  the  net  operating  loss  deduction  and 
certain  itemized  deductions.3  All  limitations  and  other  provisions 
affecting  the  computation  of  taxable  income  or  any  credit  (except 
for  the  at  risk,  passive  loss  and  section  68  itemized  deduction  limi- 
tations, and  any  other  provision  specified  in  regulations)  are  ap- 
plied at  the  partnership  (and  not  the  partner)  level.  Thus,  for  ex- 
ample, any  investment  interest  of  the  partnership  is  limited  at  the 
partnership  level,  and  any  carryover  is  made  at  that  level. 

All  elections  affecting  the  computation  of  taxable  income  or  any 
credit  generally  are  made  by  the  partnership. 

Capital  gains 

Under  the  bill,  netting  of  capital  gains  and  losses  occurs  at  the 
partnership  level.  A  partner  in  a  large  partnership  takes  into  ac- 
count separately  his  distributive  share  of  the  partnership's  net  cap- 
ital gain  or  net  capital  loss.4  Such  net  capital  gain  or  loss  is  treated 
as  long-term  capital  gain  or  loss. 

A  partner's  distributive  share  of  the  partnership's  net  capital 
gain  is  allocated  between  passive  loss  limitation  activities  and 
other  activities.  The  net  capital  gain  is  allocated  to  passive  loss  lim- 
itation activities  to  the  extent  of  net  capital  gain  from  sales  and 
exchanges  of  property  used  in  connection  with  such  activities,  and 
any  excess  is  allocated  to  other  activities.  A  similar  rule  applies  for 
purposes  of  allocating  any  net  capital  loss. 

Any  gains  and  losses  of  the  partnership  under  section  1231  are 
netted  at  the  partnership  level.  Net  gain  is  treated  as  long-term 
capital  gain  and  is  subject  to  the  rules  described  above.  Net  loss  is 
treated  as  ordinary  loss  and  consolidated  with  the  partnership's 
other  taxable  income. 


2  In  determining  the  amounts  required  to  be  separately  taken  into  account  by  a  partner,  those 
provisions  of  the  large  partnership  rules  governing  computations  of  taxable  income  are  applied 
separately  with  respect  to  that  partner  by  taking  into  account  that  partner's  distributive  share 
of  the  partnership's  items  of  income,  gain,  loss,  deduction  or  credit.  This  rule  permits  partner- 
ships to  make  otherwise  valid  special  allocations  of  partnership  items  to  partners. 

3  A  large  partnership  is  allowed  a  deduction  under  section  212  for  expenses  incurred  for  the 
production  of  income,  subject  to  70-percent  disallowance,  as  described  below.  No  income  from  a 
large  partnership  is  treated  as  fishing  or  farming  income. 

4  The  term  "net  capital  gain"  has  the  same  meaning  as  in  section  1222(11).  The  term  "net 
capital  loss"  means  the  excess  of  the  losses  from  sales  or  exchanges  of  capital  assets  over  the 
gains  from  sales  or  exchanges  of  capital  assets.  Thus,  the  partnership  cannot  offset  any  portion 
of  capital  losses  against  ordinary  income. 

Any  excess  of  net  short-term  capital  gain  over  net  long-term  capital  loss  is  consolidated  with 
the  partnership's  other  taxable  income  and  is  not  separately  reported. 
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Deductions 

The  bill  contains  two  special  rules  for  deductions.  First,  miscella- 
neous itemized  deductions  are  not  separately  reported  to  partners. 
Instead,  70  percent  of  the  amount  of  such  deductions  is  disallowed 
at  the  partnership  level;  5  the  remaining  30  percent  is  allowed  at 
the  partnership  level  in  determining  taxable  income,  and  is  not 
subject  to  the  two-percent  floor  at  the  partner  level. 

Second,  charitable  contributions  are  not  separately  reported  to 
partners  under  the  bill.  Instead,  the  charitable  contribution  deduc- 
tion is  allowed  at  the  partnership  level  in  determining  taxable 
income,  subject  to  the  limitations  that  apply  to  corporate  donors. 

Credits  in  general 

Under  the  bill,  general  credits  are  separately  reported  to  part- 
ners as  a  single  item.  General  credits  are  any  credits  other  than 
the  low-income  housing  credit,  the  rehabilitation  credit  and  the 
credit  for  producing  fuel  from  a  nonconventional  source.  A  part-  tills 
ner's  distributive  share  of  general  credits  is  taken  into  account  as  a  ij  it 
current  year  general  business  credit.  Thus,  for  example,  the  credit 
for  clinical  testing  expenses  is  subject  to  the  present  law  limita-  ;|k 
tions  on  the  general  business  credit.  The  refundable  credit  for  gaso-  j  io 
line  used  for  exempt  purposes  and  the  refund  or  credit  for  undis-  |Si 
tributed  capital  gains  of  a  regulated  investment  company  are  al-  jk 
lowed  to  the  partnership,  and  thus  are  not  separately  reported  to  ijin 
partners.  re 

In  recognition  of  their  special  treatment  under  the  passive  loss  ex 
rules,  the  low-income  housing  and  rehabilitation  credits  are  sepa- 
rately  reported.6  In  addition,  the  credit  for  producing  fuel  from  a  |sh 
nonconventional  source  is  separately  reported. 

The  bill  imposes  credit  recapture  at  the  partnership  level  and  de- 
termines the  amount  of  recapture  by  assuming  that  the  credit  fully 
reduced  taxes.  Such  recapture  is  applied  first  to  reduce  the  part- 
nership's current  year  credit,  if  any;  the  partnership  is  liable  for 
any  excess  over  that  amount.  Under  the  bill,  the  transfer  of  an  in-  ne 
terest  in  a  large  partnership  does  not  trigger  recapture. 

Foreign  taxes 

The  bill  retains  present-law  treatment  of  foreign  taxes.  The  part- 
nership reports  to  the  partner  creditable  foreign  taxes  and  the 
source  of  any  income,  gain,  loss  or  deduction  taken  into  account  by  ^ 
the  partnership.  Elections,  computations  and  limitations  are  made 
by  the  partner. 

Tax-exempt  interest  t  in, 

The  bill  retains  present-law  treatment  of  tax-exempt  interest.  In- 
terest on  a  State  or  local  bond  is  separately  reported  to  each  part-  1p 
ner.  |'« 

"  cai 
x 


5  The  "70  percent"  figure  is  intended  to  approximate  the  amount  of  such  deductions  that 
would  be  denied  at  the  partner  level  as  a  result  of  the  two-percent  floor. 

6  The  committee  understands  that  the  rehabilitation  and  low-income  housing  credits  which  j 
are  subject  to  the  same  passive  loss  rules  (i.e.,  in  the  case  of  the  low-income  housing  credit, 
where  the  partnership  interest  was  acquired  or  the  property  was  placed  in  service  before  1990) 
could  be  reported  together  on  the  same  line. 
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Unrelated  business  taxable  income 

The  bill  retains  present-law  treatment  of  unrelated  business  tax- 
able income.  Thus,  a  tax-exempt  partner's  distributive  share  of 
partnership  items  is  taken  into  account  separately  to  the  extent 
necessary  to  comply  with  the  rules  governing  such  income. 

Passive  losses 

Under  the  bill,  a  partner  in  a  large  partnership  takes  into  ac- 
count separately  his  distributive  share  of  the  partnership's  taxable 
income  or  loss  from  passive  loss  limitation  activities.  The  term 
'  'passive  loss  limitation  activity"  means  any  activity  involving  the 
conduct  of  a  trade  or  business  (including  any  activity  treated  as  a 
trade  or  business  under  sec.  469(c)(5)  or  (6))  and  any  rental  activity. 
A  partner's  share  of  a  large  partnership's  taxable  income  or  loss 
from  passive  loss  limitation  activities  is  treated  as  an  item  of 
income  or  loss  from  the  conduct  of  a  trade  or  business  which  is  a 
single  passive  activity,  as  defined  in  the  passive  loss  rules.  Thus,  a 
large  partnership  generally  is  not  required  to  separately  report 
items  from  multiple  activities. 

A  partner  in  a  large  partnership  also  takes  into  account  sepa- 
rately his  distributive  share  of  the  partnership's  taxable  income  or 
loss  from  activities  other  than  passive  loss  limitation  activities. 
Such  distributive  share  is  treated  as  an  item  of  income  or  expense 
with  respect  to  property  held  for  investment.  Thus,  portfolio 
income  (e.g.,  interest  and  dividends)  is  reported  separately  and  is 
reduced  by  portfolio  deductions  and  allocable  investment  interest 
expense. 

In  the  case  of  a  partner  holding  an  interest  in  a  large  partner- 
ship which  is  not  a  limited  partnership  interest,  such  partner's  dis- 
tributive share  of  any  items  are  taken  into  account  separately  to 
the  extent  necessary  to  comply  with  the  passive  loss  rules.  Thus, 
for  example,  income  of  a  large  partnership  is  not  treated  as  passive 
income  with  respect  to  the  general  partnership  interest  of  a  part- 
ner who  materially  participates  in  the  partnership's  trade  or  busi- 
ness. 

Under  the  bill,  income  from  a  publicly  traded  partnership  contin- 
ues to  be  treated  as  portfolio  income. 

Alternative  minimum  tax 

Under  the  bill,  alternative  minimum  tax  ("AMT")  adjustments 
and  preferences  are  combined  at  the  partnership  level.  A  large 
partnership  would  report  to  partners  a  net  AMT  adjustment  sepa- 
rately computed  for  passive  loss  limitation  activities  and  other  ac- 
tivities. In  determining  a  partner's  alternative  minimum  taxable 
income,  a  partner's  distributive  share  of  any  net  AMT  adjustment 
is  taken  into  account  instead  of  making  separate  AMT  adjustments 
with  respect  to  partnership  items.  The  net  AMT  adjustment  is  de- 
termined by  using  the  adjustments  applicable  to  individuals  (in  the 
case  of  partners  other  than  corporations),  and  by  using  the  adjust- 
ments applicable  to  corporations  (in  the  case  of  corporate  partners). 
Except  as  provided  in  regulations,  the  net  AMT  adjustment  is 
treated  as  a  deferral  preference  for  purposes  of  the  section  53  mini- 
mum tax  credit. 
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Discharge  of  indebtedness  income 

If  a  large  partnership  has  income  from  the  discharge  of  any  in- 
debtedness, such  income  is  separately  reported  to  each  partner.  In 
addition,  the  rules  governing  such  income  (sec.  108)  are  applied 
without  regard  to  the  large  partnership  rules.  Thus,  for  example, 
the  large  partnership  provisions  do  not  affect  section  108(d)(6), 
which  provides  that  certain  section  108  rules  apply  at  the  partner 
level,  or  section  108(b)(5),  which  provides  for  an  election  to  reduce 
the  basis  of  depreciable  property. 

REMICs 

For  purposes  of  the  tax  on  partnerships  holding  residual  inter- 
ests in  REMICs,  all  interests  in  a  large  partnership  are  treated  as 
held  by  disqualified  organizations.  Thus,  a  large  partnership  hold- 
ing a  residual  interest  in  a  REMIC  is  subject  to  a  tax  equal  to  the 
excess  inclusions  multiplied  by  the  highest  corporate  rate.  The 
amount  subject  to  tax  is  excluded  from  partnership  income. 

Deferred  sale  treatment  for  contributed  property 

In  general 

For  all  partners  contributing  property  to  a  large  partnership  (in- 
cluding partners  who  are  disqualified  persons,  as  described  below), 
the  bill  replaces  section  704(c)  with  a  ' 'deferred  sale"  approach. 
Under  the  bill,  a  large  partnership  is  treated  as  if  it  had  purchased 
the  property  from  the  contributing  partner  for  its  then  fair  market 
value,  thus  taking  a  fair  market  value  basis  in  the  property.  The 
contributing  partner's  gain  or  loss  on  the  contribution  (the  "pre- 
contribution  gain  or  loss")  7  is  deferred  until  the  occurrence  of 
specified  recognition  events.  In  general,  the  character  of  the  pre- 
contribution  gain  or  loss  is  the  same  as  if  the  property  had  been 
sold  to  the  partnership  by  the  partner  at  the  time  of  contribution. 
The  contributing  partner's  basis  in  his  partnership  interest  is  ad- 
justed for  precontribution  amounts  recognized  under  the  provision. 
These  adjustments  generally  are  made  immediately  before  the  rec- 
ognition event. 

The  bill  effectively  repeals  the  ceiling  rule  for  large  partnerships, 
i.e.,  the  amount  of  precontribution  gain  or  loss  recognized  by  the 
contributing  partner  under  the  provision  is  not  limited  to  the  over- 
all gain  or  loss  from  the  contributed  property  recognized  by  the 
partnership.  In  addition,  the  amount  of  depreciation  allowable  to 
the  partnership  is  not  limited  to  the  contributing  partner's  basis  in 
the  property. 

Recognition  events 

Certain  events  occurring  at  either  the  partnership  or  partner 
level  cause  recognition  of  precontribution  gain  or  loss.  Loss  is  not 
recognized,  however,  by  reason  of  a  disposition  to  a  person  related 


7  Precontribution  gain  is  the  excess  of  the  fair  market  value  of  the  contributed  property  at  the 
time  of  contribution  over  the  adjusted  basis  of  such  property  immediately  before  such  contribu- 
tion. Precontribution  loss  is  the  excess  of  the  adjusted  basis  of  such  property  over  its  fair  market 
value. 
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(within  the  meaning  of  sec.  267(b)  or  sec.  707(h)(1))  to  the  contribut- 
ing partner. 

Transactions  at  partnership  level. — The  contributing  partner  rec- 
ognizes precontribution  gain  or  loss  as  the  partnership  claims  an 
amortization,  depreciation,  or  depletion  deduction  with  respect  to 
the  property.  The  amount  of  gain  (or  loss)  recognized  equals  the  in- 
crease (or  decrease)  in  the  deduction  attributable  to  changes  in 
basis  of  the  property  occurring  by  reason  of  its  contribution.  Any 
gain  or  loss  so  recognized  is  treated  as  ordinary. 

The  contributing  partner  also  generally  recognizes  precontribu- 
tion gain  or  loss  if  the  partnership  disposes  of  the  contributed  prop- 
erty to  a  person  other  than  the  contributing  partner.  If  such  prop- 
erty is  distributed  to  the  contributing  partner,  its  basis  in  the 
hands  of  the  contributing  partner  equals  its  basis  immediately 
before  the  contribution,  adjusted  for  any  gain  or  loss  previously 
recognized  on  account  of  the  deferred  sale.  No  adjustment  is  made 
to  the  basis  of  undistributed  partnership  property  on  account  of  a 
distribution  to  the  contributing  partner.8 

A  contributing  partner's  deferred  gain  or  loss  is  not  recognized  if 
the  partnership  disposes  of  the  property  in  certain  nonrecognition 
transactions:  a  like-kind  exchange  (sec.  1031);  an  involuntary  con- 
version (sec.  1033);  or  a  contribution  to  a  partnership  (sec.  721),  pro- 
vided the  contributing  partnership  owns  more  than  50  percent  of 
the  recipient  partnership. 

Transactions  at  partner  level —A  contributing  partner  recognizes 
precontribution  gain  or  loss  to  the  extent  that  he  disposes  of  his 
partnership  interest  other  than  at  death.9  Such  partner  also  recog- 
nizes precontribution  gain  or  loss  to  the  extent  that  the  cash  and 
fair  market  value  of  property  (other  than  the  contributed  property) 
distributed  to  him  exceeds  the  adjusted  basis  of  his  partnership  in- 
terest immediately  before  the  distribution  (determined  without 
regard  to  any  basis  adjustment  under  the  deemed  sale  rules  result- 
ing from  the  distribution). 

The  committee  intends  that  the  Secretary  of  the  Treasury  have 
regulatory  authority  to  apply  the  deferred  sale  rules  in  the  case  of 
so-called  ' 'reverse  704(c)"  situations,  i.e.,  in  cases  where  a  partner- 
ship revalues  its  assets.10 

Election  of  optional  basis  adjustments 

Under  the  bill,  a  large  partnership  may  still  elect  to  adjust  the 
basis  of  partnership  assets  with  respect  to  transferee  partners.  The 
computation  of  a  large  partnership's  taxable  income  is  made  with- 
out regard  to  the  section  743(b)  adjustment.  As  under  present  law, 
the  section  743(b)  adjustment  is  made  only  with  respect  to  the 
transferee  partner.  In  addition,  a  large  partnership  is  permitted  to 
adjust  the  basis  of  partnership  property  under  section  734(b)  if 
property  is  distributed  to  a  partner,  as  under  present  law. 


8  Amounts  recognized  by  reason  of  these  recognition  events  are  taken  into  account  in  the 
partner's  taxable  year  in  which  or  with  which  ends  the  partnership  taxable  year  of  the  deduc- 
tion or  disposition. 

9  The  committee  intends  that  a  deceased  partner's  successor  in  interest  would  not  recognize 
any  remaining  precontribution  gain  or  loss. 

10  See  Treas,  Reg.  sec.  l,704-l(bX2XivXA 
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Terminations 

The  bill  provides  that  a  large  partnership  does  not  terminate  for 
tax  purposes  solely  because  50  percent  of  its  interests  are  sold  or 
exchanged  within  a  12-month  period. 

Partnerships  and  partners  subject  to  large  partnership  rules 
Definition  of  large  partnership 

A  ' 'large  partnership"  is  any  partnership  with  at  least  250  part- 
ners in  a  taxable  year  beginning  after  December  31,  1992. 11  Any 
partnership  treated  as  a  large  partnership  for  a  taxable  year  is  so 
treated  for  all  succeeding  years,  even  if  the  number  of  partners 
falls  below  250.  Regulations  may  provide,  however,  that  if  the 
number  of  partners  in  any  taxable  year  falls  below  100,  the  part- 
nership is  not  treated  as  a  large  partnership.  Partnerships  with  at 
least  100  partners  can  elect  to  be  treated  as  if  they  had  250  part- 
ners. The  election  applies  to  the  year  for  which  made  and  all  subse- 
quent years  and  cannot  be  revoked  without  the  Secretary's  consent. 

Special  rules  for  certain  service  partnerships 

A  large  partnership  does  not  include  any  partnership  if  substan- 
tially all  the  partners  are:  (1)  individuals  performing  substantial 
services  in  connection  with  the  partnership's  activities,  or  personal 
service  corporations  the  owner-employees  of  which  perform  such 
services;  (2)  retired  partners  who  had  performed  such  services;  or 
(3)  spouses  of  partners  who  had  performed  such  services.  In  addi- 
tion, the  term  "partner"  does  not  include  any  individual  perform- 
ing substantial  services  in  connection  with  the  partnership's  activi- 
ties and  holding  a  partnership  interest,  or  an  individual  who  for- 
merly performed  such  services  and  who  held  a  partnership  interest 
at  the  time  the  individual  performed  such  services. 

Exclusion  for  commodity  partnerships 

The  large  partnership  rules  do  not  apply  to  any  partnership  the 
principal  activity  of  which  is  the  buying  and  selling  of  commodities 
(not  described  in  section  1221(1)),  or  options,  futures  or  forwards 
with  respect  to  commodities. 

Special  rules  for  partnerships  holding  oil  and  gas  properties 
Election  to  use  simplified  reporting 

In  general,  a  large  partnership  that  otherwise  meets  the  qualifi- 
cations for  simplified  reporting  is  not  required  to  report  informa- 
tion to  its  partners  under  the  rules  of  that  regime  if  it  is  substan- 
tially engaged  in  oil  and  gas  related  activities.  Rather,  such  a  part- 
nership continues  to  report  information  to  its  partners  as  under 
present  law.  The  bill  permits  such  a  partnership,  however,  to  elect 
to  utilize  the  simplified  reporting  regime,  as  modified  for  oil  and 
gas  purposes.  If  an  election  is  made  for  any  taxable  year,  it  will 


1 1  The  number  of  partners  is  determined  by  counting  only  persons  directly  holding  partner- 
ship interests  in  the  taxable  year,  including  persons  holding  through  nominees;  persons  holding 
indirectly  (e.g.,  through  another  partnership)  are  not  counted.  It  is  not  necessary  for  a  partner- 
ship to  have  250  or  more  partners  at  any  one  time  in  a  taxable  year  for  the  partnership  to  con- 
stitute a  large  partnership. 
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also  apply  for  all  subsequent  taxable  years  unless  revoked  with  the 
consent  of  the  Secretary. 

A  partnership  is  considered  to  be  substantially  engaged  in  oil 
and  gas  activities  if  at  least  25  percent  of  the  average  value  of  its 
assets  during  the  taxable  year  consists  of  oil  or  gas  properties.12  In 
making  this  determination,  a  partnership  is  treated  as  owning  its 
proportionate  share  of  assets  of  any  partnership  in  which  it  holds 
an  interest. 

Simplified  reporting  treatment  of  large  partnerships  with  oil 
and  gas  activities 

The  bill  provides  special  rules  for  large  partnerships  with  oil  and 
gas  activities  that  operate  under  the  simplified  reporting  regime 
(i.e.,  either  (1)  large  partnerships  that  are  substantially  engaged  in 
oil  and  gas  activities  and  which  elect  to  use  the  regime,  or  (2)  large 
partnerships  that  are  not  substantially  engaged  in  oil  and  gas  oper- 
ations, but  do  have  some  oil  and  gas  activities).  These  partnerships 
are  collectively  referred  to  herein  as  "oil  and  gas  large  partner- 
ships." Generally,  the  bill  provides  that  an  oil  and  gas  large  part- 
nership reports  information  to  its  partners  under  the  general  sim- 
plified large  partnership  reporting  regime  described  above.  To  pre- 
vent the  extension  of  percentage  depletion  deductions  to  persons 
excluded  therefrom  under  present  law,  however,  certain  partners 
are  treated  as  disqualified  persons  under  the  bill. 

The  treatment  of  a  disqualified  person's  distributive  share  of  any 
item  of  income,  gain,  loss,  deduction,  or  credit  attributable  to  any 
partnership  oil  or  gas  property  is  determined  under  the  bill  with- 
out regard  to  the  special  rules  applicable  to  large  partnerships. 
Thus,  an  oil  and  gas  large  partnership  reports  information  related 
to  oil  and  gas  activities  to  a  partner  who  is  a  disqualified  person  in 
the  same  manner  and  to  the  same  extent  that  it  reports  such  infor- 
mation to  that  partner  under  present  law.  The  simplified  reporting 
rules  of  the  bill,  however,  apply  with  respect  to  reporting  such  a 
partner's  share  of  items  related  to  non-oil  and  gas  activities. 

The  bill  defines  two  categories  of  taxpayers  as  disqualified  per- 
sons. The  first  category  encompasses  taxpayers  who  do  not  qualify 
for  the  deduction  for  percentage  depletion  under  section  613A  (i.e., 
integrated  oil  and  gas  companies).  The  second  category  includes 
any  person  whose  average  daily  production  of  oil  and  gas  (for  pur- 
poses of  determining  the  depletable  oil  and  natural  gas  quantity 
under  section  613A(c)(2))  is  at  least  500  barrels  for  its  taxable  year 
in  which  (or  with  which)  the  partnership's  taxable  year  ends.  In 
making  this  computation,  all  production  of  domestic  crude  oil  and 
natural  gas  attributable  to  the  partner  is  taken  into  account,  in- 
cluding such  partner's  proportionate  share  of  any  production  of  the 
large  partnership. 

A  taxpayer  that  falls  within  a  category  of  disqualified  person  has 
the  responsibility  of  notifying  any  large  partnership  in  which  it 
holds  a  direct  or  indirect  interest  (e.g.,  through  a  pass-through 
entity)  of  its  status  as  such.  Thus,  for  example,  if  an  integrated  oil 
company  owns  an  interest  in  a  partnership  which  in  turn  owns  an 


12  For  this  purpose,  "oil  or  gas  properties"  means  the  mineral  interests  in  oil  or  gas  which  are 
of  a  character  with  respect  to  which  a  deduction  for  depletion  is  allowable  under  section  611. 
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interest  in  an  oil  and  gas  large  partnership,  the  company  is  respon- 
sible for  providing  the  management  of  the  large  partnership  infor- 
mation regarding  its  status  as  a  disqualified  person  and  details  re- 
garding its  indirect  interest  in  the  large  partnership. 

Under  the  bill,  an  oil  and  gas  large  partnership  computes  its  de- 
duction for  oil  and  gas  depletion  under  the  general  statutory  rules 
(subject  to  certain  exceptions  described  below)  under  the  assump- 
tions that  it  (the  partnership)  is  the  taxpayer  and  that  it  qualifies 
for  the  percentage  depletion  deduction.  The  amount  of  the  deple- 
tion deduction,  as  well  as  other  oil  and  gas  related  items,  generally 
are  reported  to  each  partner  (other  than  to  partners  who  are  dis- 
qualified persons)  as  components  of  that  partner's  distributive 
share  of  taxable  income  or  loss  from  passive  loss  limitation  activi- 
ties. 

The  bill  provides  that  in  computing  the  partnership's  oil  and  gas 
percentage  depletion  deduction,  the  1,000-barrel-per-day  limitation 
does  not  apply.  In  addition,  an  oil  and  gas  large  partnership  is  al- 
lowed to  compute  percentage  depletion  under  the  bill  without  ap- 
plying the  65-percent-of-taxable-income  limitation  under  section 
613A(d)(l). 

As  under  present  law,  an  election  to  deduct  IDCs  under  section 
263(c)  is  made  at  the  partnership  level.  Since  the  bill  treats  those 
taxpayers  required  by  the  Code  (sec.  291)  to  capitalize  30  percent  of 
IDCs  as  disqualified  persons,  an  oil  and  gas  large  partnership  may 
pass  through  a  full  deduction  of  IDCs  to  its  partners  who  are  not 
disqualified  persons.  In  contrast  to  present  law,  an  oil  and  gas 
large  partnership  also  has  the  responsibility  with  respect  to  its 
partners  who  are  not  disqualified  persons  for  making  an  election 
under  section  59(e)  to  capitalize  and  amortize  certain  specified 
IDCs.  Partners  who  are  disqualified  persons  are  permitted  to  make 
their  own  separate  section  59(e)  elections  under  the  bill. 

Consistent  with  the  general  reporting  regime  for  large  partner- 
ships, the  bill  provides  that  a  single  AMT  adjustment  (under  either 
corporate  or  non-corporate  principles,  as  the  case  may  be)  is  made 
and  reported  to  the  partners  (other  than  disqualified  persons)  of  an 
oil  and  gas  large  partnership  as  a  separate  item.  This  separately- 
reported  item  is  affected  by  a  number  of  oil-and-gas  factors:  the  tax 
preference  for  excess  percentage  depletion,  the  tax  preference  for 
excess  IDCs,  the  adjusted  current  earnings  adjustment,  and  the 
special  energy  deduction. 

Since  an  oil  and  gas  large  partnership  computes  a  deduction  for 
percentage  depletion  under  the  bill,  it  also  is  required  to  compute 
the  amount  of  tax  preference  for  excess  percentage  depletion.  The 
preference  item  for  excess  IDCs  also  is  computed  by  an  oil  and  gas 
large  partnership.  In  this  case,  the  partnership  compares  the 
amount  of  excess  IDCs  it  incurs  with  65  percent  of  its  net  income 
from  oil  and  gas.  To  the  extent  that  the  excess  IDC  amount  exceeds 
the  partnership's  65-percent-net-income-from-oil-and-gas  amount, 
there  is  an  amount  of  tax  preference  for  excess  IDCs  which  is  fac- 
tored into  the  amount  reported  as  AMT  adjustment  to  the  part- 
ners. 

Under  the  bill,  the  AMT  special  energy  deduction  is  computed  by 
an  oil  and  gas  large  partnership.  The  current-law  special  energy 
deduction  is  limited  so  that  it  may  not  reduce  the  taxpayer's  pre- 
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special  energy  deduction  alternative  minimum  taxable  income  by 
more  than  40  percent.  Under  the  bill,  an  oil  and  gas  large  partner- 
ship is  treated  as  the  taxpayer  for  this  purpose.  Thus,  the  limita- 
tion on  the  special  energy  deduction  is  applied  at  the  partnership 
level  using  the  same  40-percent  threshold. 

The  bill  provides  that  in  making  partnership-level  computations, 
any  item  of  income,  gain,  loss,  deduction,  or  credit  attributable  to  a 
partner  who  is  a  disqualified  person  is  disregarded.  For  example,  in 
computing  the  partnership's  net  income  from  oil  and  gas  for  pur- 
poses of  determining  the  IDC  preference  to  be  reported  to  partners 
who  are  not  disqualified  persons  as  part  of  the  AMT  adjustment, 
disqualified  persons'  distributive  shares  of  the  partnership's  net 
income  from  oil  and  gas  are  not  to  be  taken  into  account. 

Regulatory  authority 

The  Secretary  of  the  Treasury  is  granted  authority  to  prescribe 
such  regulations  as  may  be  appropriate  to  carry  out  the  purposes 
of  the  provisions. 

Effective  Date 

The  provisions  generally  apply  to  partnership  taxable  years 
ending  on  or  after  December  31,  1992.  The  deferred  sale  provision 
applies  to  any  contribution  of  property  (other  than  cash)  made  on 
or  after  the  date  of  enactment  to  a  partnership  which  is,  or  is  rea- 
sonably expected  to  become,  a  large  partnership.  The  committee  in- 
tends that  no  inference  be  drawn  as  to  the  proper  treatment  of  con- 
tributions of  appreciated  or  depreciated  property  to  a  partnership 
made  prior  to  the  effective  date. 

2.  Simplified  Audit  Procedures  for  Large  Partnerships  (Sec.  4302  of 
the  Bill  and  Sees.  6240,  6241,  6242,  6245,  6246,  6247,  6249,  6251, 
6252,  6255,  and  6256  of  the  Code) 

Present  Law 

In  general 

Prior  to  1982,  regardless  of  the  size  of  a  partnership,  adjustments 
to  a  partnership's  items  of  income,  gain,  loss,  deduction,  or  credit 

•  had  to  be  made  in  separate  proceedings  with  respect  to  each  part- 
ner individually.  Because  a  large  partnership  sometimes  had  many 
partners  located  in  different  audit  districts,  adjustments  to  items  of 
income,  gains,  losses,  deductions,  or  credits  of  the  partnership  had 
to  be  made  in  numerous  actions  in  several  jurisdictions,  sometimes 
with  conflicting  outcomes. 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  ("TEFRA") 
established  unified  audit  rules  applicable  to  all  but  certain  small 
(10  or  fewer  partners)  partnerships.  These  rules  require  the  tax 

1  treatment  of  all  ' 'partnership  items"  to  be  determined  at  the  part- 
nership, rather  than  the  partner,  level.  Partnership  items  are  those 
items  that  are  more  appropriately  determined  at  the  partnership 
level  than  at  the  partner  level,  as  provided  by  regulations. 
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Administrative  proceedings 

Under  the  TEFRA  rules,  a  partner  must  report  all  partnership 
items  consistently  with  the  partnership  return  or  must  notify  the 
IRS  of  any  inconsistency.  If  a  partner  fails  to  report  any  partner- 
ship item  consistently  with  the  partnership  return,  the  IRS  may 
make  a  computational  adjustment  and  immediately  assess  any  ad- 
ditional tax  that  results. 

The  IRS  may  challenge  the  reporting  position  of  a  partnership  by 
conducting  a  single  administrative  proceeding  to  resolve  the  issue 
with  respect  to  all  partners.  But  the  IRS  must  still  assess  any  re- 
sulting deficiency  against  each  of  the  taxpayers  who  were  partners 
in  the  year  in  which  the  understatement  of  tax  liability  arose. 

Any  partner  of  a  partnership  can  request  an  administrative  ad- 
justment or  a  refund  for  his  own  separate  tax  liability.  Any  part- 
ner also  has  the  right  to  participate  in  partnership-level  adminis- 
trative proceedings.  A  settlement  agreement  with  respect  to  part- 
nership items  binds  all  parties  to  the  settlement. 

Tax  Matters  Partner 

The  TEFRA  rules  establish  the  "Tax  Matters  Partner"  as  the 
primary  representative  of  a  partnership  in  dealings  with  the  IRS. 
The  Tax  Matters  Partner  is  a  general  partner  designated  by  the 
partnership  or,  in  the  absence  of  designation,  the  general  partner 
with  the  largest  profits  interest  at  the  close  of  the  taxable  year.  If 
no  Tax  Matters  Partner  is  designated,  and  it  is  impractical  to 
apply  the  largest  profits  interest  rule,  the  IRS  may  select  any  part- 
ner as  the  Tax  Matters  Partner. 

Notice  requirements 

The  IRS  generally  is  required  to  give  notice  of  the  beginning  of 
partnership-level  administrative  proceedings  and  any  resulting  ad- 
ministrative adjustment  to  all  partners  whose  names  and  addresses 
are  furnished  to  the  IRS.  For  partnerships  with  more  than  100 
partners,  however,  the  IRS  generally  is  not  required  to  give  notice 
to  any  partner  whose  profits  interest  is  less  than  one  percent. 

Adjudication  of  disputes  concerning  partnership  items 

After  the  IRS  makes  an  administrative  adjustment,  the  Tax  Mat- 
ters Partner  (and,  in  limited  circumstances,  certain  other  partners) 
may  file  a  petition  for  readjustment  of  partnership  items  in  the 
Tax  Court,  the  district  court  in  which  the  partnership's  principal 
place  of  business  is  located,  or  the  Claims  Court. 

Statute  of  limitations 

The  IRS  generally  cannot  adjust  a  partnership  item  for  a  part- 
nership taxable  year  if  more  than  three  years  have  elapsed  since 
the  later  of  the  filing  of  the  partnership  return  or  the  last  day  for 
the  filing  of  the  partnership  return. 

Reasons  for  Change 

Present  audit  procedures  for  large  partnerships  are  inefficient 
and  more  complex  than  those  for  other  large  entities.  The  IRS 
must  assess  any  deficiency  arising  from  a  partnership  audit  against 
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a  large  number  of  partners,  many  of  whom  cannot  easily  be  located 
and  some  whom  are  no  longer  partners.  In  addition,  audit  proce- 
dures are  cumbersome  and  can  be  complicated  further  by  the  inter- 
vention of  partners  acting  individually. 

Explanation  of  Provision 

In  general 

The  bill  creates  a  new  audit  system  for  large  partnerships.  The 
bill  defines  "large  partnership"  the  same  way  for  audit  and  report- 
ing purposes  (generally,  partnerships  with  at  least  250  partners) 
except  that  certain  oil  and  gas  partnerships  exempted  from  the 
large  partnership  reporting  requirements  are  large  partnerships 
for  the  audit  rules. 

As  under  present  law,  large  partnerships  and  their  partners  are 
subject  to  unified  audit  rules.  The  tax  treatment  of  "partnership 
items"  are  determined  at  the  partnership,  rather  than  the  partner, 
level.  The  term  "partnership  items''  is  defined  as  under  present 
law. 

Unlike  present  law,  however,  partnership  adjustments  generally 
will  flow  through  to  the  partners  for  the  year  in  which  the  adjust- 
ment takes  effect.  Thus,  the  current-year  partners'  share  of  cur- 
rent-year partnership  items  of  income,  gains,  losses,  deductions,  or 
credits  will  be  adjusted  to  reflect  partnership  adjustments  that 
take  effect  in  that  year.  The  adjustments  generally  will  not  affect 
prior-year  returns  of  any  partners  (except  in  the  case  of  changes  to 
any  partner's  distributive  shares). 

In  lieu  of  flowing  an  adjustment  through  to  its  partners,  the 
partnership  may  elect  to  pay  an  imputed  underpayment.  The  im- 
puted underpayment  generally  is  calculated  by  netting  the  adjust- 
ments to  the  income  and  loss  items  of  the  partnership  and  multi- 
plying that  amount  by  the  highest  tax  rate  (whether  individual  or 
corporate).  A  partner  may  not  file  a  claim  for  credit  or  refund  of 
his  allocable  share  of  the  payment. 

Regardless  of  whether  a  partnership  adjustment  flows  through  to 
the  partners,  an  adjustment  must  be  offset  if  it  requires  another 
adjustment  in  a  year  after  the  adjusted  year  and  before  the  year 
the  offsetted  adjustment  takes  effect.  For  example,  if  a  partnership 

j  expensed  a  $1,000  item  in  year  1,  and  it  was  determined  in  year  4 
that  the  item  should  have  been  capitalized  and  amortized  ratably 

(  over  10  years,  the  adjustment  in  year  4  would  be  $700,  apart  from 
any  interest  or  penalty.  (The  $900  adjustment  for  the  improper  de- 
duction would  be  offset  by  $200  of  adjustments  for  amortization  de- 
ductions.) The  year  4  partners  would  be  required  to  include  an  ad- 

'  ditional  $700  in  income  for  that  year.  The  partnership  may  ratably 

i  amortize  the  remaining  $700  of  expenses  in  years  4-10. 

In  addition,  the  partnership,  rather  than  the  partners  individual- 
ly, generally  is  liable  for  any  interest  and  penalties  that  result 

)  from  a  partnership  adjustment.  Interest  is  computed  for  the  period 
beginning  on  the  return  due  date  for  the  adjusted  year  and  ending 
on  the  earlier  of  the  return  due  date  for  the  partnership  taxable 
year  in  which  the  adjustment  takes  effect  or  the  date  the  partner- 
ship pays  the  imputed  underpayment.  Thus,  in  the  above  example, 
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the  partnership  would  be  liable  for  4  years'  worth  of  interest  (on  a 
declining  principal  amount). 

Penalties  (such  as  the  accuracy  and  fraud  penalties)  are  deter- 
mined on  a  year-by-year  basis  (without  offsets)  based  on  an  imput- 
ed underpayment.  All  accuracy  penalty  criteria  and  waiver  criteria 
(such  as  reasonable  cause,  substantial  authority,  etc.)  are  deter- 
mined as  if  the  partnership  were  a  taxable  individual.  Accuracy 
and  fraud  penalties  are  assessed  and  accrue  interest  in  the  same 
manner  as  if  asserted  against  a  taxable  individual. 

Any  payment  (for  Federal  income  taxes,  interest,  or  penalties) 
that  a  large  partnership  is  required  to  make  is  non-deductible. 

If  a  partnership  ceases  to  exist  before  a  partnership  adjustment 
takes  effect,  the  former  partners  are  required  to  take  the  adjust- 
ment into  account,  as  provided  by  regulations.  Regulations  are  also 
authorized  to  prevent  abuse  and  to  enforce  efficiently  the  audit 
rules  in  circumstances  that  present  special  enforcement  consider- 
ations (such  as  partnership  bankruptcy). 

Administrative  proceedings 

Under  the  large  partnership  audit  rules,  a  partner  is  not  permit- 
ted to  report  any  partnership  items  inconsistently  with  the  part- 
nership return,  even  if  the  partner  notifies  the  IRS  of  the  inconsist- 
ency. The  IRS  could  treat  a  partnership  item  that  was  reported  in- 
consistently by  a  partner  as  a  mathematical  or  clerical  error  and 
immediately  assess  any  additional  tax  against  that  partner. 

As  under  present  law,  the  IRS  could  challenge  the  reporting  posi- 
tion of  a  partnership  by  conducting  a  single  administrative  pro- 
ceeding to  resolve  the  issue  with  respect  to  all  partners.  Unlike 
under  present  law,  however,  partners  will  have  no  right  individual- 
ly to  participate  in  settlement  conferences  or  to  request  a  refund. 

Partnership  representative 

The  bill  requires  each  large  partnership  to  designate  a  partner  or 
other  person  to  act  on  its  behalf.  If  a  large  partnership  fails  to  des- 
ignate such  a  person,  the  IRS  is  permitted  to  designate  any  one  of 
the  partners  as  the  person  authorized  to  act  on  the  partnership's 
behalf.  After  the  IRS's  designation,  a  large  partnership  could  still 
designate  a  replacement  for  the  IRS-designated  partner. 

Notice  requirements 

Unlike  under  present  law,  the  IRS  is  not  required  to  give  notice 
to  individual  partners  of  the  commencement  of  an  administrative 
proceeding  or  of  a  final  adjustment.  Instead,  the  IRS  is  authorized 
to  send  notice  of  a  partnership  adjustment  to  the  partnership  itself 
by  certified  or  registered  mail.  The  IRS  could  give  proper  notice  by 
mailing  the  notice  to  the  last  known  address  of  the  partnership, 
even  if  the  partnership  had  terminated  its  existence. 

Adjudication  of  disputes  concerning  partnership  items 

As  under  present  law,  an  administrative  adjustment  could  be 
challenged  in  the  Tax  Court,  the  district  court  in  which  the  part- 
nership's principal  place  of  business  is  located,  or  the  Claims  Court. 
However,  only  the  partnership,  and  not  partners  individually,  can 
petition  for  a  readjustment  of  partnership  items. 
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If  a  petition  for  readjustment  of  partnership  items  is  filed  by  the 
partnership,  the  court  with  which  the  petition  is  filed  will  have  ju- 
risdiction to  determine  the  tax  treatment  of  all  partnership  items 
of  the  partnership  for  the  partnership  taxable  year  to  which  the 
notice  of  partnership  adjustment  relates,  and  the  proper  allocation 
of  such  items  among  the  partners.  Thus,  the  court's  jurisdiction  is 
not  limited  to  the  items  adjusted  in  the  notice. 

Statute  of  limitations 

Absent  an  agreement  to  extend  the  statute  of  limitations,  the 
IRS  generally  could  not  adjust  a  partnership  item  of  a  large  part- 
nership more  than  3  years  after  the  later  of  the  filing  of  the  part- 
nership return  or  the  last  day  for  the  filing  of  the  partnership 
return.  Special  rules  apply  to  false  or  fraudulent  returns,  a  sub- 
stantial omission  of  income,  or  the  failure  to  file  a  return.  The  IRS 
would  assess  and  collect  any  deficiency  of  a  partner  that  arises 
from  any  adjustment  to  a  partnership  item  subject  to  the  limita- 
tions period  on  assessments  and  collection  applicable  to  the  year 
the  adjustment  takes  effect  (sees.  6248,  6501  and  6502). 

Regulatory  authority 

The  Secretary  of  the  Treasury  is  granted  authority  to  prescribe 
regulations  as  may  be  necessary  to  carry  out  the  simplified  audit 
procedure  provisions,  including  regulations  to  prevent  abuse  of  the 
provisions  through  manipulation.  The  regulations  may  include 
rules  that  address  transfers  of  partnership  interests,  in  anticipa- 
tion of  a  partnership  adjustment,  to  persons  who  are  tax-favored 
(e.g.,  corporations  with  net  operating  losses,  tax-exempt  organiza- 
tions, and  foreign  partners)  or  persons  who  are  expected  to  be 
unable  to  pay  tax  (e.g.,  shell  corporations).  For  example,  if  prior  to 
the  time  a  partnership  adjustment  takes  effect,  a  taxable  partner 
transfers  a  partnership  interest  to  a  nonresident  alien  to  avoid  the 
tax  effect  of  the  partnership  adjustment,  the  rules  may  provide, 
among  other  things,  that  income  related  to  the  partnership  adjust- 
ment is  treated  as  effectively  connected  taxable  income,  that  the 
partnership  adjustment  is  treated  as  taking  effect  before  the  part- 
nership interest  was  transferred,  or  that  the  former  partner  is 
treated  as  a  current  partner  to  whom  the  partnership  adjustment 
is  allocated. 

Effective  Date 

The  provision  applies  to  partnership  taxable  years  ending  on  or 
after  December  31,  1992. 

3.  Advance  Due  Date  for  Furnishing  Information  to  Partners  (Sec. 
4303  of  the  Bill  and  Sec.  6031(b)  of  the  Code) 

Present  Law 

A  partnership  required  to  file  an  income  tax  return  with  the  IRS 
must  also  furnish  an  information  return  to  each  of  its  partners  on 
or  before  the  day  on  which  the  income  tax  return  for  the  year  is 
required  to  be  filed,  including  extensions.  Under  regulations,  a 
partnership  must  file  its  income  tax  return  on  or  before  the  fif- 
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teenth  day  of  the  fourth  month  following  the  end  of  the  partner- 
ship's taxable  year  (on  or  before  April  15,  for  calendar  year  part- 
nerships). This  is  the  same  deadline  by  which  most  individual  part- 
ners must  file  their  tax  returns. 

Reasons  for  Change 

Information  returns  that  are  received  on  or  shortly  before  April 
15  (or  later)  are  difficult  for  individuals  to  use  in  preparing  their 
tax  returns  (or  in  computing  their  payments)  that  are  due  on  that 
date. 

Explanation  of  Provision 

The  bill  provides  that  a  large  partnership  must  furnish  informa- 
tion returns  to  partners  by  the  first  March  15  following  the  close  of 
the  partnership's  taxable  year.  Large  partnerships  would  be  only 
those  partnerships  subject  to  the  simplified  reporting  rules  for 
large  partnerships,  as  described  above. 

Effective  Date 

The  provision  is  effective  for  taxable  years  ending  on  or  after  De- 
cember 31,  1992. 

4.  Partnership  Returns  on  Magnetic  Media  (Sec.  4304  of  the  Bill 
and  Sec.  6011  of  the  Code) 

Present  Law 

Partnerships  are  permitted,  but  not  required,  to  provide  the  tax 
return  of  the  partnership  (Form  1065),  as  well  as  copies  of  the 
schedules  sent  to  each  partner  (Form  K-l),  to  the  Internal  Revenue 
Service  on  magnetic  media. 

Reasons  for  Change 

Most  entities  that  file  large  numbers  of  documents  with  the  In- 
ternal Revenue  Service  must  do  so  on  magnetic  media.  Conforming 
the  reporting  provisions  for  large  partnerships  to  the  generally  ap- 
plicable information  reporting  rules  will  facilitate  integration  of 
partnership  information  into  already  existing  data  systems. 

Explanation  of  Provision 

The  bill  authorizes  the  Internal  Revenue  Service  to  require  large 
partnerships  and  other  partnerships  with  250  or  more  partners  to 
provide  the  tax  return  of  the  partnership  (Form  1065),  as  well  as 
copies  of  the  schedules  sent  to  each  partner  (Form  K-l),  to  the  In- 
ternal Revenue  Service  on  magnetic  media. 

Effective  Date 

For  partnerships  that  are  large  partnerships  (as  defined  in  the 
preceding  reporting  and  audit  provisions),  the  provision  is  effective 
for  partnership  taxable  years  ending  on  or  after  December  31,  1992. 
For  partnerships  that  are  not  large  partnerships  (as  defined)  but 
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that  have  250  or  more  partners,  the  provision  is  effective  for  part- 
nership taxable  years  ending  on  or  after  December  31,  1998. 

PART  II — PARTNERSHIP  PROCEEDINGS  UNDER  TEFRA  13 

1,  Clarify  the  Treatment  of  Partnership  Items  in  Deficiency 
Proceedings  (Sec.  4311  of  the  Bill  and  Sec.  6234  of  the  Code) 

Present  Law 

TEFRA  partnership  proceedings  must  be  kept  separate  from  defi- 
ciency proceedings  involving  the  partners  in  their  individual  capac- 
ities. Prior  to  the  Tax  Court's  opinion  in  Munro  v.  Commissioner, 
92  T.C.  71  (1989),  the  IRS  computed  deficiencies  by  assuming  that 
all  items  that  were  subject  to  the  TEFRA  partnership  procedures 
were  correctly  reported  on  the  taxpayer's  return.  However,  where 
the  losses  claimed  from  TEFRA  partnerships  were  so  large  that 
they  offset  any  proposed  adjustments  to  nonpartnership  items,  no 
deficiency  could  arise  from  a  non-TEFRA  proceeding,  and  if  the 
partnership  losses  were  subsequently  disallowed  in  a  partnership 
proceeding,  the  non-TEFRA  adjustments  might  be  uncollectible  be- 
cause of  the  expiration  of  the  statute  of  limitations  with  respect  to 
nonpartnership  items. 

Faced  with  this  situation  in  Munro,  the  IRS  issued  a  notice  of  de- 
ficiency to  the  taxpayer  that  presumptively  disallowed  the  taxpay- 
er's TEFRA  partnership  losses  for  computational  purposes  only.  Al- 
though the  Tax  Court  ruled  that  a  deficiency  existed  and  that  the 
court  had  jurisdiction  to  hear  the  case,  the  court  disapproved  of  the 
methodology  used  by  the  IRS  to  compute  the  deficiency.  Specifical- 
ly, the  court  held  that  partnership  items  (whether  income,  loss,  de- 
duction, or  credit)  included  on  a  taxpayer's  return  must  be  com- 
pletely ignored  in  determining  whether  a  deficiency  exists  that  is 
attributable  to  nonpartnership  items. 

Reasons  for  Change 

The  opinion  in  Munro  creates  problems  for  both  taxpayers  and 
the  IRS.  For  example,  a  taxpayer  would  be  harmed  in  the  case 
where  he  has  invested  in  a  TEFRA  partnership  and  is  also  subject 
to  the  deficiency  procedures  with  respect  to  nonpartnership  item 
adjustments,  since  computing  the  tax  liability  without  regard  to 
partnership  items  will  have  the  same  effect  as  if  the  partnership 
items  were  disallowed.  If  the  partnership  items  were  losses,  the 
effect  will  be  a  greatly  increased  deficiency  for  the  nonpartnership 
items.  If,  when  the  partnership  proceeding  is  completed,  the  tax- 
payer is  ultimately  allowed  any  part  of  the  losses,  the  taxpayer  will 
receive  part  of  the  increased  deficiency  back  in  the  form  of  an  over- 
payment. However,  in  the  interim,  the  taxpayer  will  have  been 
subject  to  assessment  and  collection  of  a  deficiency  inflated  by 
items  still  in  dispute  in  the  partnership  proceeding.  In  essence,  a 
taxpayer  in  such  a  case  would  be  deprived  of  a  prepayment  forum 
with  respect  to  the  partnership  item  adjustments.  The  IRS  would 
be  harmed  if  a  taxpayer's  income  is  primarily  from  a  TEFRA  part- 


13  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982. 
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nership,  since  the  IRS  may  be  unable  to  adjust  nonpartnership 
items  such  as  medical  expense  deductions,  home  mortgage  interest 
deductions  or  charitable  contribution  deductions  because  there  1 
would  be  no  deficiency  since,  under  Munro,  the  income  must  be  ig- 
nored. 

Explanation  of  Provision 

The  bill  is  intended  to  overrule  Munro  and  allow  the  IRS  to 
return  to  its  prior  practice  of  computing  deficiencies  by  assuming 
that  all  TEFRA  items  whose  treatment  has  not  been  finally  deter- 
mined had  been  correctly  reported  on  the  taxpayer's  return.  This 
will  eliminate  the  need  to  do  special  computations  that  involve  the 
removal  of  TEFRA  items  from  a  taxpayer's  return,  and  will  restore 
to  taxpayers  a  prepayment  forum  with  respect  to  the  TEFRA 
items.  In  addition,  the  bill  provides  a  special  rule  to  address  the 
factual  situation  presented  in  Munro. 

Specifically,  the  bill  provides  a  declaratory  judgment  procedure 
in  the  Tax  Court  for  adjustments  to  an  oversheltered  return.  An 
oversheltered  return  is  a  return  that  shows  no  taxable  income  and 
a  net  loss  from  TEFRA  partnerships.  In  such  a  case,  the  IRS  is  au- 
thorized to  issue  a  notice  of  adjustment  with  respect  to  non-TEFRA 
items,  notwithstanding  that  no  deficiency  would  result  from  the  ad- 
justment. However,  the  IRS  may  only  issue  such  a  notice  if  a  defi- 
ciency would  have  arisen  in  the  absence  of  the  net  loss  from 
TEFRA  partnerships. 

The  Tax  Court  would  be  granted  jurisdiction  to  determine  the 
correctness  of  such  an  adjustment  as  well  as  to  make  a  declaration 
with  respect  to  any  other  item  for  the  taxable  year  to  which  the 
notice  of  adjustment  relates,  except  for  partnership  items  and  af- 
fected items  which  require  partner-level  determinations.  No  tax 
would  be  due  upon  such  a  determination,  but  a  decision  of  the  Tax 
Court  would  be  treated  as  a  final  decision,  permitting  an  appeal  of 
the  decision  by  either  the  taxpayer  or  the  IRS.  An  adjustment  de- 
termined to  be  correct  would  thus  have  the  effect  of  increasing  the 
taxable  income  that  would  be  deemed  to  have  been  reported  on  the 
taxpayer's  return.  If  the  taxpayer's  partnership  items  were  then 
adjusted  in  a  subsequent  proceeding,  the  IRS  would  have  preserved 
its  ability  to  collect  tax  on  any  increased  deficiency  attributable  to 
the  nonpartnership  items. 

Alternatively,  if  the  taxpayer  chooses  not  to  contest  the  notice  of  ;  , 
adjustment  within  the  90-day  period,  the  bill  provides  that  when  \ 
the  taxpayer's  partnership  items  are  finally  determined,  the  tax- 
payer has  the  right  to  file  a  refund  claim  for  tax  attributable  to  the  j 
items  adjusted  by  the  earlier  notice  of  adjustment  for  the  taxable 
year.  Although  a  refund  claim  is  not  generally  permitted  with  re-  J 
spect  to  a  deficiency  arising  from  a  TEFRA  proceeding,  such  a  rule  j 
is  appropriate  with  respect  to  a  defaulted  notice  of  adjustment  be-  j 
cause  taxpayers  may  not  challenge  such  a  notice  when  issued  since  I 
it  does  not  require  the  payment  of  additional  tax. 

In  addition,  the  bill  incorporates  a  number  of  provisions  intended  i 
to  clarify  the  coordination  between  TEFRA  audit  proceedings  and 
individual  deficiency  proceedings.  Under  these  provisions,  any  ad-  j 
justment  with  respect  to  a  non-partnership  item  that  caused  an  in- 
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crease  in  tax  liability  with  respect  to  a  partnership  item  would  be 
treated  as  a  computational  adjustment  and  assessed  after  the  con- 
clusion of  the  TEFRA  proceeding.  Accordingly,  deficiency  proce- 
dures would  not  apply  with  respect  to  this  increase  in  tax  liability, 
and  the  statute  of  limitations  applicable  to  TEFRA  proceedings 
would  be  controlling. 

Effective  Date 

The  provision  is  effective  for  partnership  taxable  years  ending 
after  the  date  of  enactment. 

2.  Permit  the  IRS  To  Rely  on  Partnership  Returns  to  Determine 
the  Proper  Audit  Procedures  (Sec.  4312  of  the  Bill  and  Sec.  6231 
of  the  Code) 

Present  Law 

TEFRA  established  unified  audit  rules  applicable  to  all  partner- 
ships, except  for  partnerships  with  10  or  fewer  partners,  each  of 
whom  is  a  natural  person  (other  than  a  nonresident  alien)  or  an 
estate,  and  for  which  each  partner's  share  of  each  partnership  item 
is  the  same  as  that  partner's  share  of  every  other  partnership  item. 
Partners  in  the  exempted  partnerships  are  subject  to  regular  defi- 
ciency procedures. 

Reasons  for  Change 

The  IRS  often  finds  it  difficult  to  determine  whether  to  follow 
the  TEFRA  partnership  procedures  or  the  regular  deficiency  proce- 
dures. If  the  IRS  determines  that  there  were  fewer  than  10  part- 
ners in  the  partnership  but  was  unaware  that  one  of  the  partners 
was  a  nonresident  alien  or  that  there  was  a  special  allocation  made 
during  the  year,  the  IRS  might  inadvertently  apply  the  wrong  pro- 
cedures and  possibly  jeopardize  any  assessment.  Permitting  the  IRS 
to  rely  on  a  partnership's  return  would  simplify  the  IRS'  task. 

Explanation  of  Provision 

The  bill  permits  the  IRS  to  apply  the  TEFRA  audit  procedures  if, 
based  on  the  partnership's  return  for  the  year,  the  IRS  reasonably 
determines  that  those  procedures  should  apply.  Similarly,  the  bill 
permits  the  IRS  to  apply  the  normal  deficiency  procedures  if,  based 
on  the  partnership's  return  for  the  year,  the  IRS  reasonably  deter- 
mines that  those  procedures  should  apply. 

I 

Effective  Date 

!  The  provision  is  effective  for  partnership  taxable  years  ending 
j  after  the  date  of  enactment. 

3a.  Suspend  Statute  When  an  Untimely  Petition  Is  Filed  (Sec. 
4313(a)  and  Sec.  6229  of  the  Code). 

Present  Law 

.  I    In  a  deficiency  case,  section  6503(a)  provides  that  if  a  proceeding 
in  respect  of  the  deficiency  is  placed  on  the  docket  of  the  Tax 
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Court,  the  period  of  limitations  on  assessment  and  collection  is  sus- 
pended until  the  decision  of  the  Tax  Court  becomes  final,  and  for 
60  days  thereafter.  The  counterpart  to  this  provision  with  respect 
to  TEFRA  cases  is  contained  in  section  6229(d).  That  section  pro- 
vides that  the  period  of  limitations  is  suspended  for  the  period 
during  which  an  action  may  be  brought  under  section  6226  and,  if 
an  action  is  brought  during  such  period,  until  the  decision  of  the 
court  becomes  final,  and  for  1  year  thereafter.  As  a  result  of  this 
difference  in  language,  the  running  of  the  statute  of  limitations  in 
a  TEFRA  case  will  only  be  tolled  by  the  filing  of  a  timely  petition 
whereas  in  a  deficiency  case,  the  statute  of  limitations  is  tolled  by 
the  filing  of  any  petition,  regardless  of  whether  the  petition  is 
timely. 

Reasons  for  Change 

Under  present  law,  if  an  untimely  petition  is  filed  in  a  TEFRA 
case,  the  statute  of  limitations  can  expire  while  the  case  is  still 
pending  before  the  court.  To  prevent  this  from  occurring,  the  IRS 
must  make  assessments  against  all  of  the  investors  during  the 
pendency  of  the  action  and  if  the  action  is  in  the  Tax  Court,  pre- 
sumably abate  such  assessments  if  the  court  ultimately  determines 
that  the  petition  was  timely.  These  steps  are  burdensome  to  the 
IRS  and  to  taxpayers. 

Explanation  of  Provision 

The  provision  is  designed  to  conform  the  suspension  rule  for  the 
filing  of  petitions  in  TEFRA  cases  with  the  rule  under  section 
6503(a)  pertaining  to  deficiency  cases.  Under  the  provision,  the 
statute  of  limitations  in  TEFRA  cases  would  be  suspended  by  the 
filing  of  any  petition  under  section  6226,  regardless  of  whether  the 
petition  is  timely  or  valid,  and  the  suspension  will  remain  in  effect 
until  the  decision  of  the  court  becomes  final,  and  for  one  year 
thereafter.  Hence,  if  the  statute  of  limitations  is  open  at  the  time 
that  an  untimely  petition  is  filed,  the  limitations  period  will  no 
longer  continue  to  run  and  possibly  expire  while  the  action  is  pend- 
ing before  the  court. 

Effective  Date 

The  provision  is  effective  with  respect  to  all  cases  in  which  the 
period  of  limitations  has  not  expired  under  present  law  as  of  the 
date  of  enactment. 

3b.  Suspend  Statute  of  Limitations  During  Bankruptcy  Proceedings 
(Sec.  4313(b)  of  the  Bill  and  Sec.  6229  of  the  Code) 

Present  Law 

The  period  for  assessing  tax  with  respect  to  partnership  items 
generally  is  the  longer  of  the  periods  provided  by  section  6229  or 
section  6501.  For  partnership  items  that  convert  to  nonpartnership 
items,  section  6229(f)  provides  that  the  period  for  assessing  tax 
shall  not  expire  before  the  date  which  is  1  year  after  the  date  that 
the  items  become  nonpartnership  items.  Section  6503(h)  provides 
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for  the  suspension  of  the  limitations  period  during  the  pendency  of 
a  bankruptcy  proceeding.  However,  this  provision  only  applies  to 
the  limitations  periods  provided  in  sections  6501  and  6502. 

Under  present  law,  because  the  suspension  provision  in  section 
6503(h)  applies  only  to  the  limitations  periods  provided  in  section 
1 6501  and  6502,  some  uncertainty  exists  as  to  whether  section 
6503(h)  applies  to  suspend  the  limitations  period  pertaining  to  con- 
verted items  provided  in  section  6229(f)  when  a  petition  naming  a 
partner  as  a  debtor  in  a  bankruptcy  proceeding  is  filed.  As  a  result, 
the  limitations  period  provided  in  section  6229(f)  may  continue  to 
run  during  the  pendency  of  the  bankruptcy  proceeding,  notwith- 
standing that  the  IRS  is  prohibited  from  making  an  assessment 
against  the  debtor  because  of  the  automatic  stay  provisions  of  the 
Bankruptcy  Code. 

Reasons  for  Change 

The  ambiguity  in  present  law  makes  it  difficult  for  the  IRS  to 
adjust  partnership  items  that  convert  to  nonpartnership  items  by 
reason  of  a  partner  going  into  bankruptcy.  In  addition,  any  uncer- 
tainty may  result  in  increased  requests  for  the  bankruptcy  court  to 
lift  the  automatic  stay  to  permit  the  IRS  to  make  an  assessment 
with  respect  to  the  converted  items. 

Explanation  of  Provision 

The  bill  clarifies  that  the  statute  of  limitations  is  suspended  for  a 
partner  who  is  named  in  a  bankruptcy  petition.  The  suspension 
period  is  for  the  entire  period  during  which  the  IRS  is  prohibited 
i  by  reason  of  the  bankruptcy  proceeding  from  making  an  assess- 
ment, and  for  60  days  thereafter.  The  provision  is  not  intended  to 
create  any  inference  as  to  the  proper  interpretation  of  present  law. 

Effective  Date 

The  provision  is  effective  with  respect  to  all  cases  in  which  the 
period  of  limitations  has  not  expired  under  present  law  as  of  the 
date  of  enactment. 

3c.  Extend  Statute  of  Limitations  for  Bankrupt  TMPs  (Sec.  4313(c) 
and  Sec.  6229  of  the  Code) 

Present  Law 

Section  6229(b)(1)(B)  provides  that  the  statute  of  limitations  is  ex- 
ended  with  respect  to  all  partners  in  the  partnership  by  an  agree- 
I  nent  entered  into  between  the  tax  matters  partner  (TMP)  and  the 
jlRS.  However,  Temp.  Treas.  Reg.  sees.  301.6231(a)(7)-lT(l)(4)  and 

Ij*01.6231(c)-7T(a)  provide  that  upon  the  filing  of  a  petition  naming 
'a  partner  as  a  debtor  in  a  bankruptcy  proceeding,  that  partner's 
partnership  items  convert  to  nonpartnership  items,  and  if  the 
iebtor  was  the  tax  matters  partner,  such  status  terminates.  These 
'mles  are  necessary  because  of  the  automatic  stay  provision  con- 
ained  in  11  U.S.C.  sec.  362(a)(8).  As  a  result,  if  a  consent  to  extend 
he  statute  of  limitations  is  signed  by  a  person  who  would  be  the 
:'?MP  but  for  the  fact  that  at  the  time  that  the  agreement  is  execut- 
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ed  the  person  was  a  debtor  in  a  bankruptcy  proceeding,  the  consent 
would  not  be  binding  on  the  other  partners  because  the  person 
signing  the  agreement  was  no  longer  the  TMP  at  the  time  that  the 
agreement  was  executed. 

Reasons  for  Change 

The  IRS  is  not  automatically  notified  of  bankruptcy  filings  and 
cannot  easily  determine  whether  a  taxpayer  is  in  bankruptcy,  espe- 
cially if  the  audit  of  the  partnership  is  being  conducted  by  one  dis- 
trict and  the  taxpayer  resides  in  another  district,  as  is  frequently 
the  situation  in  TEFRA  cases.  If  the  IRS  does  not  discover  that  a 
person  signing  a  consent  is  in  bankruptcy,  the  IRS  may  mistakenly 
rely  on  that  consent.  As  a  result,  the  IRS  may  be  precluded  from 
assessing  any  tax  attributable  to  partnership  item  adjustments 
with  respect  to  any  of  the  partners  in  the  partnership. 

Explanation  of  Provision 

The  bill  provides  that  unless  the  IRS  is  notified  of  a  bankruptcy 
proceeding  in  accordance  with  regulations,  the  IRS  can  rely  on  a 
statute  extension  signed  by  a  person  who  would  be  the  tax  matters 
partner  but  for  the  fact  that  said  person  was  in  bankruptcy  at  the 
time  that  the  person  signed  the  agreement.  Statute  extensions 
granted  by  a  bankrupt  TMP  in  these  cases  will  be  binding  on  all  of 
the  partners  in  the  partnership.  The  provision  is  not  intended  to 
create  any  inference  as  to  the  proper  interpretation  of  present  law. 

Effective  Date 

The  provision  is  effective  for  extension  agreements  entered  into 
after  the  date  of  enactment. 

4.  Expand  Small  Partnership  Exception  From  TEFRA  (Sec.  4314  of 
the  Bill  and  Sec.  6231  of  the  Code) 

Present  Law 

TEFRA  established  unified  audit  rules  applicable  to  all  partner- 
ships, except  for  partnerships  with  10  or  fewer  partners,  each  of 
whom  is  a  natural  person  (other  than  a  nonresident  alien)  or  an 
estate,  and  for  which  each  partner's  share  of  each  partnership  item 
is  the  same  as  that  partner's  share  of  every  other  partnership  item. 
Partners  in  the  exempted  partnerships  are  subject  to  regular  defi- 
ciency procedures. 

Reasons  for  Change 

The  mere  existence  of  a  C  corporation  as  a  partner  or  of  a  special 
allocation  does  not  warrant  subjecting  the  partnership  and  its  part- 
ners of  an  otherwise  small  partnership  to  the  TEFRA  procedures. 

Explanation  of  Provision 

The  bill  permits  a  small  partnership  to  have  a  C  corporation  as  a 
partner  or  to  specially  allocate  items  without  jeopardizing  its  ex- 
ception from  the  TEFRA  rules.  However,  the  bill  retains  the  prohi- 
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bition  of  present  law  against  having  a  flow-through  entity  (other 
than  an  estate  of  a  deceased  partner)  as  a  partner  for  purposes  of 
qualifying  for  the  small  partnership  exception. 

Effective  Date 

The  provision  is  effective  for  partnership  taxable  years  ending 
after  the  date  of  enactment. 

5.  Exclude  Partial  Settlements  From  1-Year  Assessment  Rule  (Sec. 
4315  of  the  Bill  and  Sec.  6229(f)  of  the  Code) 

Present  Law 

The  period  for  assessing  tax  with  respect  to  partnership  items 
generally  is  the  longer  of  the  periods  provided  by  section  6229  or 
section  6501.  For  partnership  items  that  convert  to  nonpartnership 
items,  section  6229(f)  provides  that  the  period  for  assessing  tax 
shall  not  expire  before  the  date  which  is  1  year  after  the  date  that 
the  items  become  nonpartnership  items.  Section  6231(b)(1)(C)  pro- 
vides that  the  partnership  items  of  a  partner  for  a  partnership  tax- 
able year  become  nonpartnership  items  as  of  the  date  the  partner 
enters  into  a  settlement  agreement  with  the  IRS  with  respect  to 
such  items. 

Reasons  for  Change 

When  a  partial  settlement  agreement  is  entered  into,  the  assess- 
ment period  for  the  items  covered  by  the  agreement  may  be  differ- 
ent than  the  assessment  period  for  the  remaining  items.  This  frac- 
tured statute  of  limitations  poses  a  significant  tracking  problem  for 
the  IRS  and  necessitates  multiple  computations  of  tax  with  respect 
to  each  partner's  investment  in  the  partnership  for  the  taxable 
year. 

Explanation  of  Provision 

,     The  bill  provides  that  if  a  partner  and  the  IRS  enter  into  a  set- 
tlement agreement  with  respect  to  some  but  not  all  of  the  partner- 
ship items  in  dispute  for  a  partnership  taxable  year  and  other  part- 
|  nership  items  remain  in  dispute,  the  period  for  assessing  any  tax 
I  attributable  to  the  settled  items  would  be  determined  as  if  such 
\  agreement  had  not  been  entered  into.  Consequently,  the  limitations 
period  that  is  applicable  to  the  last  item  to  be  resolved  for  the  part- 
nership taxable  year  shall  be  controlling  with  respect  to  all  disput- 
ed partnership  items  for  the  partnership  taxable  year.  The  provi- 
sion is  not  intended  to  create  any  inference  as  to  the  proper  inter- 
pretation of  present  law. 

Effective  Date 

The  provision  is  effective  for  partnership  taxable  years  ending 
.   after  the  date  of  enactment. 
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6.  Extend  Time  for  Filing  a  Request  for  Administrative  Adjustment 
(Sec.  4316  of  the  Bill  and  Sec.  6227  of  the  Code) 

Present  Law 

If  an  agreement  extending  the  statute  is  entered  into  with  re- 
spect to  a  non-TEFRA  statute  of  limitations,  that  agreement  also 
extends  the  statute  of  limitations  for  filing  refund  claims  (sec. 
6511(c)).  There  is  no  comparable  provision  for  extending  the  time 
for  filing  refund  claims  with  respect  to  partnership  items  subject  to 
the  TEFRA  partnership  rules. 

Reasons  for  Change 

The  absence  of  an  extension  for  filing  refund  claims  in  TEFRA 
proceedings  hinders  taxpayers  that  may  want  to  agree  to  extend 
the  TEFRA  statute  of  limitations  but  want  to  preserve  their  option 
to  file  a  refund  claim  later. 

Explanation  of  Provision 

The  bill  provides  that  if  a  TEFRA  statute  extension  agreement  is 
entered  into,  that  agreement  also  extends  the  statute  of  limitations 
for  filing  refund  claims  attributable  to  partnership  items  or  affect- 
ed items  until  6  months  after  the  expiration  of  the  limitations 
period  for  assessments. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  amendments  made 
by  section  402  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982. 

7.  Provide  Innocent  Spouse  Relief  for  TEFRA  Proceedings  (Sec. 
4317  of  the  Bill  and  Sec.  6230  of  the  Code) 

Present  Law 

In  general,  an  innocent  spouse  may  be  relieved  of  liability  for 
tax,  penalties  and  interest  if  certain  conditions  are  met  (sec. 
6013(e)).  However,  existing  law  does  not  provide  the  spouse  of  a 
partner  in  a  TEFRA  partnership  with  a  judicial  forum  to  raise  the 
innocent  spouse  defense  with  respect  to  any  tax  or  interest  that  re- 
lates to  an  investment  in  a  TEFRA  partnership. 

Reasons  for  Change 

Providing  a  forum  in  which  to  raise  the  innocent  spouse  defense 
with  respect  to  liabilities  attributable  to  adjustments  to  partner- 
ship items  (including  penalties,  additions  to  tax  and  additional 
amounts)  would  make  the  innocent  spouse  rules  more  uniform. 

Explanation  of  Provision 

The  bill  provides  both  a  prepayment  forum  and  a  refund  forum 
for  raising  the  innocent  spouse  defense  in  TEFRA  cases. 

With  respect  to  a  prepayment  forum,  the  bill  provides  that 
within  60  days  of  the  date  that  a  notice  and  demand  for  payment 
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(or  notice  of  computational  adjustment)  relating  to  partnership 
items  is  mailed  to  the  spouse  of  a  partner,  the  spouse  may  request 
that  the  assessment  be  abated.  Upon  receipt  of  such  a  request,  the 
assessment  will  be  abated  and  any  reassessment  will  be  subject  to 
the  deficiency  procedures.  If  an  abatement  is  requested,  the  statute 
of  limitations  will  not  expire  before  the  date  which  is  60  days  after 
the  date  of  the  abatement.  If  the  spouse  files  a  petition  with  the 
Tax  Court,  the  Tax  Court  will  only  have  jurisdiction  to  determine 
whether  the  requirements  of  section  6013(e)  have  been  satisfied.  In 
making  this  determination,  the  treatment  of  the  partnership  items 
that  gave  rise  to  the  liability  in  question  will  be  conclusive. 

Alternatively,  the  bill  provides  that  the  spouse  of  a  partner  may 
file  a  claim  for  refund  to  raise  the  innocent  spouse  defense.  The 
claim  must  be  filed  within  6  months  from  the  date  that  the  notice 
and  demand  (or  notice  of  computational  adjustment)  is  mailed  to 
the  spouse.  If  the  claim  is  not  allowed  the  spouse  may  file  a  refund 
action.  For  purposes  of  any  claim  or  suit  under  this  provision,  the 
treatment  of  the  partnership  items  that  gave  rise  to  the  liability  in 
question  will  be  conclusive. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  amendments  made 
by  section  402  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982. 

8.  Determine  Penalties  at  the  Partnership  Level  (Sec.  4318  of  the 
Bill  and  Sec.  6221  of  the  Code) 

Present  Law 

Partnership  items  include  only  items  that  are  required  to  be 
taken  into  account  under  the  income  tax  subtitle.  Penalties  are  not 
partnership  items  since  they  are  contained  in  the  procedure  and 
administration  subtitle.  As  a  result,  penalties  may  only  be  asserted 
against  a  partner  through  the  application  of  the  deficiency  proce- 
dures following  the  completion  of  the  partnership-level  proceeding. 

Reasons  for  Change 

Many  penalties  are  based  upon  the  conduct  of  the  taxpayer. 
With  respect  to  partnerships,  the  relevant  conduct  often  occurs  at 
the  partnership  level.  In  addition,  applying  penalties  at  the  partner 
level  through  the  deficiency  procedures  following  the  conclusion  of 
the  unified  proceeding  at  the  partnership  level  increases  the  ad- 
ministrative burden  on  the  IRS  and  can  significantly  increase  the 
Tax  Court's  inventory. 

Explanation  of  Provision 

The  bill  provides  that  the  partnership  level  proceeding  is  to  in- 
clude a  determination  of  the  applicability  of  penalties  at  the  part- 
nership level.  However,  the  bill  allows  partners  to  raise  any  part- 
ner-level defenses  in  a  refund  forum. 
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Effective  Date 

The  provision  is  effective  for  partnership  taxable  years  ending 
after  the  date  of  enactment. 

9.  Clarify  Jurisdiction  of  the  Tax  Court  (Sec.  4319  of  the  Bill  and 

Sees.  6225  and  6226  of  the  Code) 

Present  Law 

Improper  assessment  and  collection  activities  by  the  IRS  during 
the  150-day  period  for  filing  a  petition  or  during  the  pendency  of 
any  Tax  Court  proceeding,  "may  be  enjoined  in  the  proper  court." 
Present  law  may  be  unclear  as  to  whether  this  includes  the  Tax 
Court. 

For  a  partner  other  than  the  Tax  Matters  Partner  to  be  eligible 
to  file  a  petition  for  redetermination  of  partnership  items  in  any 
court  or  to  participate  in  an  existing  case,  the  period  for  assessing 
any  tax  attributable  to  the  partnership  items  of  that  partner  must 
not  have  expired.  Since  such  a  partner  would  only  be  treated  as  a 
party  to  the  action  if  the  statute  of  limitations  with  respect  to 
them  was  still  open,  the  law  is  unclear  whether  the  partner  would 
have  standing  to  assert  that  the  statute  of  limitations  had  expired 
with  respect  to  them. 

Reasons  for  Change 

Clarifying  the  Tax  Court's  jurisdiction  simplifies  the  resolution  of 
tax  cases. 

Explanation  of  Provision 

The  bill  clarifies  that  an  action  to  enjoin  premature  assessments 
of  deficiencies  attributable  to  partnership  items  may  be  brought  in 
the  Tax  Court.  The  bill  also  permits  a  partner  to  participate  in  an 
action  or  file  a  petition  for  the  sole  purpose  of  asserting  that  the 
period  of  limitations  for  assessing  any  tax  attributable  to  partner- 
ship items  has  expired  for  that  person.  Additionally,  the  bill  clari- 
fies that  the  Tax  Court  has  overpayment  jurisdiction  with  respect 
to  affected  items. 

Effective  Date 

The  provision  is  effective  for  partnership  taxable  years  ending 
after  the  date  of  enactment. 

10.  Treatment  of  Premature  Petitions  Filed  by  Certain  Partners 

(Sec.  4320  of  the  Bill  and  Sec.  6226  of  the  Code) 

Present  Law 

The  Tax  Matters  Partner  is  given  the  exclusive  right  to  file  a  pe- 
tition for  a  readjustment  of  partnership  items  within  the  90-day 
period  after  the  issuance  of  the  notice  of  a  final  partnership  admin- 
istrative adjustment  (FPAA).  If  the  Tax  Matters  Partner  does  not 
file  a  petition  within  the  90-day  period,  certain  other  partners  are: 
permitted  to  file  a  petition  within  the  60-day  period  after  the  close 
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of  the  90-day  period.  There  are  ordering  rules  for  determining 
which  action  goes  forward  and  for  dismissing  other  actions. 

Reasons  for  Change 

A  petition  that  is  filed  within  the  90-day  period  by  a  person  who 
is  not  the  Tax  Matters  Partner  is  dismissed.  Thus,  if  the  Tax  Mat- 
ters Partner  does  not  file  a  petition  within  the  90-day  period  and 
no  timely  and  valid  petition  is  filed  during  the  succeeding  60-day 
period,  judicial  review  of  the  adjustments  set  forth  in  the  notice  of 
FPAA  is  foreclosed  and  the  adjustments  are  deemed  to  be  correct. 

Explanation  of  Provision 

The  provision  treats  premature  petitions  filed  by  certain  part- 
ners within  the  90-day  period  will  be  treated  as  being  filed  on  the 
last  day  of  the  following  60-day  period  under  specified  circum- 
,  stances,  thus  affording  the  partnership  with  an  opportunity  for  ju- 
;  dicial  review  that  is  not  available  under  present  law. 

Effective  Date 

The  bill  is  effective  with  respect  to  petitions  filed  after  the  date 
of  enactment. 

11.  Clarify  Bond  Requirement  for  Appeals  From  TEFRA 
Proceedings  (Sec.  4321  of  the  Bill  and  Sec.  7485  of  the  Code) 

Present  Law 

A  bond  must  be  filed  to  stay  the  collection  of  deficiencies  pending 
the  appeal  of  the  Tax  Court's  decision  in  a  TEFRA  proceeding.  The 
j  amount  of  the  bond  must  be  based  on  the  court's  estimate  of  the 
aggregate  deficiencies  of  the  partners. 

Reasons  for  Change 

The  Tax  Court  cannot  easily  determine  the  aggregate  changes  in 
.  tax  liability  of  all  of  the  partners  in  a  partnership  who  will  be  af- 
j  fected  by  the  Court's  decision  in  the  proceeding.  Clarifying  the  cal- 
culation of  the  bond  amount  would  simplify  the  Tax  Court's  task. 

Explanation  of  Provision 

]  The  bill  clarifies  that  the  amount  of  the  bond  should  be  based  on 
the  Tax  Court's  estimate  of  the  aggregate  liability  of  the  parties  to 
i  the  action  (and  not  all  of  the  partners  in  the  partnership).  For  pur- 
!  poses  of  this  provision,  the  amount  of  the  bond  may  be  estimated 
by  applying  the  highest  individual  rate  to  the  total  adjustments  de- 
termined by  the  Tax  Court  and  doubling  that  amount  to  take  into 
account  interest  and  penalties. 

Effective  Date 

•]  The  provision  is  effective  as  if  included  in  the  amendments  made 
^  by  section  402  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
t\  1982. 
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12.  Suspend  Interest  Where  There  is  a  Delay  in  Computational  Ad- 
justment Resulting  From  TEFRA  Settlements  (Sec.  4322  of  the 
Bill  and  Sec.  6601  of  the  Code) 


Present  Law 

Interest  on  a  deficiency  generally  is  suspended  when  a  taxpayer 
executes  a  settlement  agreement  with  the  IRS  and  waives  the  re- 
strictions on  assessments  and  collections,  and  the  IRS  does  not 
issue  a  notice  and  demand  for  payment  of  such  deficiency  within  30 
days.  Interest  on  a  deficiency  that  results  from  an  adjustment  of 
partnership  items  in  TEFRA  proceedings,  however,  is  not  suspend- 
ed. 


Reasons  for  Change 

Processing  settlement  agreements  and  assessing  the  tax  due 
takes  a  substantial  amount  of  time  in  TEFRA  cases.  A  taxpayer  is 
not  afforded  any  relief  from  interest  during  this  period. 

Explanation  of  Provision 

The  bill  suspends  interest  where  there  is  a  delay  in  making  a 
computational  adjustment  relating  to  a  TEFRA  settlement. 

Effective  Date 

The  provision  is  effective  with  respect  to  settlements  entered  into 
after  the  date  of  enactment. 

Subtitle  D.— Foreign  Provisions 

1.  Deferral  of  Tax  on  Income  Earned  Through  Foreign  Corpora- 
tions and  Exceptions  to  Defferal  (Sees.  4401-4404  of  the  Bill  and 
Sees.  453,  532,  542,  543,  551-558,  563,  851,  954,  1246-1247,  1291- 
1297,  and  4982  of  the  Code) 

Present  Law 
Direct  and  indirect  operations 

U.S.  citizens  and  residents  and  U.S.  corporations  (collectively, 
"U.S.  persons")  are  taxed  currently  by  the  United  States  on  their 
worldwide  income,  subject  to  a  credit  against  U.S.  tax  on  foreign 
income  based  on  foreign  income  taxes  paid  with  respect  to  such 
income.  Income  earned  by  a  foreign  corporation,  the  stock  of  which 
is  owned  in  whole  or  in  part  by  U.S.  persons,  generally  is  not  taxed 
by  the  United  States  until  the  foreign  corporation  repatriates  those 
earnings  by  payment  to  its  U.S.  stockholders.  Therefore,  two  differ- 
ent sets  of  U.S.  tax  rules  apply  to  U.S.  taxpayers  that  control  busi- 
ness operations  in  foreign  countries;  which  rules  apply  depends  on 
whether  the  business  operations  are  conducted  directly,  for  exam- 
ple, through  a  foreign  branch,  or  indirectly  through  a  separately 
incorporated  foreign  company.1 


1  To  the  extent  that  foreign  corporations  operate  in  the  United  States  rather  than  in  foreign 
countries,  they  generally  pay  U.S.  tax  like  U.S.  corporations. 


U.S.  persons  that  conduct  foreign  operations  directly  (that  is,  not 

s  through  a  foreign  corporation)  include  income  (or  loss)  from  those 
operations  on  the  U.S.  tax  return  for  the  year  the  income  is  earned 
or  the  loss  is  incurred.  The  United  States  taxes  that  income  cur- 
rently. The  foreign  tax  credit  may  reduce  or  eliminate  the  U.S.  tax 
on  that  income,  however. 

U.S.  persons  that  conduct  foreign  operations  through  a  foreign 
corporation  generally  pay  no  U.S.  tax  on  the  income  from  those  op- 

j  erations  until  the  foreign  corporation  repatriates  its  earnings  to 
the  United  States.  The  income  appears  on  the  U.S.  owner's  tax 

I  return  for  the  year  it  comes  home,  and  the  United  States  imposes 
tax  on  it  then.  The  foreign  tax  credit  may  reduce  the  U.S.  tax.2 

In  general,  two  kinds  of  transactions  are  repatriations  that  end 
deferral  and  trigger  tax.  First,  in  the  case  of  any  foreign  corpora- 
tion, an  actual  dividend  payment  ends  deferral;  any  U.S.  recipient 
must  include  the  dividend  in  income.  Second,  in  the  case  of  a  "con- 

;  trolled  foreign  corporation"  (defined  below),  an  investment  in  U.S. 
property,  such  as  a  loan  to  the  lender's  U.S.  parent  or  the  purchase 
of  U.S.  real  estate,  is  also  treated  as  a  repatriation  that  ends  defer- 
ral (Code  sec.  956).  In  addition  to  these  two  forms  of  repatriation,  a 
sale  of  shares  of  a  foreign  corporation  may  trigger  tax,  sometimes 
at  ordinary  income  tax  rates  (sees.  1246,  1248,  and  1291). 

Since  1937,  the  Code  has  set  forth  one  or  more  regimes  providing 
exceptions  to  the  general  rule  deferring  U.S.  tax  on  income  earned 
indirectly  through  a  foreign  corporation.  Today  the  Code  sets  forth 

'  the  following  anti-deferral  regimes:  the  controlled  foreign  corpora- 
tion rules  (sees.  951-964);  the  foreign  personal  holding  company 
rules  (sees.  551-558);  passive  foreign  investment  company  (PFIC) 
rules  (sees.  1291-1297);  the  personal  holding  company  rules  (sees. 
541-547);  the  accumulated  earnings  tax  (sees.  531-537);  and  rules 

|  for  foreign  investment  companies  (sec.  1246)  and  electing  foreign 
investment  companies  (sec.  1247).  The  operation  and  application  of 
these  regimes  are  discussed  in  the  following  sections. 

Controlled  foreign  corporations 

General  definitions 

A  controlled  foreign  corporation  is  defined  in  the  Code  generally 
I;  as  any  foreign  corporation  if  U.S.  persons  own  more  than  50  per- 
cent of  the  corporation's  stock  (measured  by  vote  or  value),  taking 
into  account  only  those  U.S.  persons  that  own  at  least  10  percent  of 
the  stock  (measured  by  vote  only)  (sec.  957). 3  Stock  ownership  in- 
I  eludes  not  only  stock  owned  directly,  but  also  all  stock  owned  indi- 
rectly or  constructively  (sec.  958). 

Deferral  of  U.S.  tax  on  undistributed  income  of  a  controlled  for- 
eign corporation  is  not  available  for  certain  kinds  of  income  (some- 
times referred  to  as  "subpart  F  income")  under  the  Code's  subpart 
1   F  provisions.  When  a  controlled  foreign  corporation  earns  subpart 
F  income,  the  United  States  generally  taxes  the  corporation's  10- 


2  The  foreign  corporation  itself  generally  will  not  pay  U.S.  tax  unless  it  has  income  effectively 
connected  with  a  trade  or  business  carried  on  in  the  United  States,  or  has  certain  generally 
passive  types  of  U.S.  source  income. 

3  A  controlled  foreign  corporation  is  defined  differently  in  the  case  of  a  foreign  corporation 
engaging  in  certain  insurance  activities  (see  sees.  953(c)  and  957(b)). 
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percent  U.S.  shareholders  currently  on  their  pro  rata  share  of  the 
subpart  F  income.  In  effect,  the  Code  treats  those  U.S.  shareholders 
as  having  received  a  current  distribution  out  of  the  subpart  F 
income.  In  this  case,  also,  the  foreign  tax  credit  may  reduce  the 
U.S.  tax. 

Subpart  F  income  typically  is  income  that  is  relatively  movable 
from  one  taxing  jurisdiction  to  another  and  that  is  subject  to  low 
rates  of  foreign  tax.  Subpart  F  income  consists  of  foreign  base  com- 
pany income  (defined  in  sec.  954),  insurance  income  (defined  in  sec. 
953),  and  certain  income  relating  to  international  boycotts  and 
other  violations  of  public  policy  (defined  in  sec.  952(a)  (3)-(5)).  Sub- 
part F  income  does  not  include  the  foreign  corporation's  income 
that  is  effectively  connected  with  the  conduct  of  a  trade  or  business 
within  the  United  States,  which  income  is  subject  to  current  tax  in 
the  United  States  (sec.  952(b)). 

Foreign  base  company  income 

In  general. — Foreign  base  company  income  includes  five  catego- 
ries of  income:  foreign  personal  holding  company  income,  foreign 
base  company  sales  income,  foreign  base  company  services  income, 
foreign  base  company  shipping  income,  and  foreign  base  company 
oil-related  income  (sec.  954(a)).  In  computing  foreign  base  company 
income,  amounts  of  income  in  these  five  categories  are  reduced  by 
allowable  deductions  (including  taxes  and  interest)  properly  alloca- 
ble, under  regulations,  to  such  amounts  of  income  (sec.  954(b)(5)). 

Foreign  personal  holding  company  income. — One  category  of  for- 
eign base  company  income  is  foreign  personal  holding  company 
income  (sec.  954(c)).  For  subpart  F  purposes,  foreign  personal  hold- 
ing company  income  generally  includes  interest,  dividends,  and  an- 
nuities; some  rents  and  royalties;  related  party  factoring  income; 
net  commodities  gains;  net  foreign  currency  gains;  and  net  gains 
from  sales  or  exchanges  of  certain  other  property. 

This  last  category  of  net  gains  from  sales  of  property  generally 
includes  the  excess  of  gains  over  losses  from  sales  and  exchanges  of 
non-income  producing  property  and  property  that  gives  rise  to  in- 
terest, dividends,  rents,  royalties,  and  annuities.  Thus,  foreign  per- 
sonal holding  company  income  includes  gain  on  the  sale  of  proper- 
ty that  was  held  for  investment  purposes,  but  does  not  include  gain 
on  the  sale  of  land,  buildings,  or  equipment  that  was  used  by  the  S 
seller  in  an  active  trade  or  business  of  the  seller  (Temporary  Reg. 
sec.  1.954-2T(e)(3)).  Stock  and  securities  gains  generally  are  treated 
as  foreign  personal  holding  company  income.  However,  foreign  per- 
sonal holding  company  income  does  not  include  gains  on  property 
sales  that  are  realized  by  regular  dealers.  Gains  from  the  sale  or 
exchange  of  property  which,  in  the  hands  of  the  seller,  is  inventory 
property  (sec.  1221(1)  are  also  excluded  from  foreign  personal  hold- 
ing company  income. 

Income  received  by  a  foreign  insurance  company,  including 
income  derived  from  its  investments  of  funds,  generally  is  subject 
to  taxation  under  section  953.  (See  discussion  at  "Insurance 
income,  in  general,"  below.)  Treasury  regulations  specify  that  tax- 
ation of  an  insurance  company's  income  under  section  953  takes 
precedence  over  taxation  of  that  income  as  foreign  personal  hold- 
ing company  income  under  section  954  (Proposed  Treas.  Reg.  sec. 
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1.953-6(g)).  When  dividends,  interest,  or  securities  gains  derived  by 
a  controlled  foreign  insurance  company  are  not  taxed  under  section 
953,  they  generally  are  taxed  as  foreign  personal  holding  company 
income  under  section  954. 

Foreign  personal  holding  company  income  under  subpart  F  does 
not  include  certain  dividends  and  interest  received  from  a  related 
corporation  organized  and  operating  in  the  same  foreign  country  as 
the  recipient,  and  certain  rents  and  royalties  received  from  a  relat- 
ed corporation  for  the  use  of  property  within  the  country  in  which 
the  recipient  was  created  or  organized  (sec.  954(c)(3)).  This  exclu- 
sion, however,  is  restricted  by  a  rule  that  takes  into  account  the 
subpart  F  income  of  related-party  payors.  Under  this  rule,  interest, 
rent,  and  royalty  payments  do  not  qualify  for  the  exclusion  to  the 
extent  that  such  payments  reduce  subpart  F  income  of  the  payor. 

Other  categories  of  foreign  base  company  income. — Foreign  base 
company  income  also  includes  foreign  base  company  sales  and  serv- 
ices income,  consisting  respectively  of  income  attributable  to  relat- 
ed party  purchases  and  sales  routed  through  the  income  recipient's 
country  if  that  country  is  neither  the  origin  nor  the  destination  of 
the  goods,  and  income  from  services  performed  outside  the  country 
of  the  corporation's  incorporation  for  or  on  behalf  of  related  per- 
sons. Foreign  base  company  income  also  includes  foreign  base  com- 
pany shipping  income.  Finally,  foreign  base  company  income  gener- 
ally includes  "downstream"  oil-related  income,  that  is,  foreign  oil- 
related  income  other  than  extraction  income. 

Insurance  income 

In  general. — Subpart  F  insurance  income  is  another  category  of 
income  that  is  subject  to  current  taxation  under  subpart  F  (sec. 
953).  Subpart  F  insurance  income  includes  any  income  attributable 
to  the  issuing  (or  reinsuring)  of  any  insurance  or  annuity  contract 
in  connection  with  risks  in  a  country  other  than  that  in  which  the 
insurer  is  created  or  organized.4  For  this  purpose,  a  qualified  insur- 
ance branch  of  a  controlled  foreign  corporation  may  be  treated  as  a 
corporation  created  or  organized  in  the  country  of  its  location  (sec. 
964(d)). 

The  amount  of  income  subject  to  current  tax  under  subpart  F  as 
insurance  income  is  the  amount  that  would  be  taxed  under  sub- 
chapter L  of  the  Code  if  it  were  the  income  of  a  domestic  insurance 
I  company  (subject  to  the  modifications  provided  in  sec.  953(b)).  In 
j  addition,  as  described  above,  investment  income  associated  with 
i  same-country  risk  insurance  is  also  included  in  subpart  F  income 
as  foreign  personal  holding  company  income.  Thus,  for  an  insur- 
ance controlled  foreign  corporation,  deferral  generally  is  limited  to 
underwriting  income  from  same-country  risk  insurance, 
i    For  purposes  of  subpart  F  insurance  income,  a  controlled  foreign 
corporation  is  specially  defined  to  include,  in  addition  to  any  corpo- 
ration that  meets  the  usual  test  of  50-percent  ownership  by  10-per- 
cent shareholders  (discussed  above),  any  foreign  corporation  that 
(satisfies  a  test  of  25-percent  ownership  by  10-percent  shareholders 


4  In  addition,  subpart  F  applies  to  income  attributable  to  an  insurance  contract  in  connection 
with  same-country  risks  as  the  result  of  an  arrangement  under  which  another  corporation  re- 
ceives a  substantially  equal  amount  of  premiums  for  insurance  of  other-country  risks. 
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if  more  than  75  percent  of  the  corporation's  gross  premium  income 
is  derived  from  the  reinsurance  or  issuance  of  insurance  or  annuity 
contracts  with  respect  to  third-country  risks  (sec.  957(b)). 

Related  person  (captive)  insurance  income. — In  addition,  subpart 
F  insurance  income  that  is  related  person  insurance  income  gener- 
ally is  taxable  under  subpart  F  to  an  expanded  category  of  U.S. 
persons  (sec.  953(c)).  For  purposes  of  taking  into  account  such 
income  under  subpart  F,  the  U.S.  ownership  threshold  for  con- 
trolled foreign  corporation  status  is  reduced  to  25  percent  or  more. 
Any  U.S.  person  who  owns  (directly  or  indirectly)  any  stock  in  a 
controlled  foreign  corporation,  whatever  the  degree  of  ownership,  is 
treated  as  a  U.S.  shareholder  of  such  corporation  for  purposes  of 
this  25-percent  U.S.  ownership  threshold  and  exposed  to  current 
tax  on  the  corporation's  related  person  insurance  income. 

Certain  operating  rules 

Income  inclusion. — When  a  controlled  foreign  corporation  earns 
subpart  F  income,  the  United  States  generally  taxes  the  corpora- 
tion's U.S.  shareholders  currently  on  their  pro  rata  share  of  the 
subpart  F  income  (sec.  951). 5  In  the  case  of  a  corporation  that  is  a 
controlled  foreign  corporation  for  its  entire  taxable  year,  and  a 
U.S.  shareholder  that  owns  the  same  proportion  of  stock  in  the  cor- 
poration throughout  the  corporation's  taxable  year,  the  U.S.  share- 
holder's pro  rata  share  of  subpart  F  income  is  the  amount  that 
would  have  been  distributed  with  respect  to  the  shareholder's  stock 
if  on  the  last  day  of  the  corporation's  taxable  year  the  controlled 
foreign  corporation  had  distributed  all  of  its  subpart  F  income  pro 
rata  to  all  of  its  shareholders.  The  pro  rata  share  definition  pro- 
vides for  adjustments  where  the  corporation  is  a  controlled  foreign 
corporation  for  less  than  the  entire  year  or  where  actual  distribu- 
tions are  made  with  respect  to  stock  the  shareholder  owns  for  less 
than  the  entire  year. 

In  addition,  the  United  States  generally  taxes  the  corporation's 
U.S.  shareholders  currently  on  their  pro  rata  share  of  the  corpora- 
tion's increase  in  earnings  invested  in  U.S.  property  for  the  taxable 
year. 

De  minimis  and  full  inclusion  rules. — None  of  a  controlled  for- 
eign corporation's  gross  income  for  a  taxable  year  is  treated  as  for- 
eign base  company  income  or  subpart  F  insurance  income  if  the 
sum  of  the  corporation's  gross  foreign  base  company  income  and 
gross  subpart  F  insurance  income  for  the  year  is  less  than  the 
lesser  of  5  percent  of  its  gross  income,  or  $1  million  (sec. 
954(b)(3)(A)).  The  Code  provides  that  if  more  than  70  percent  of  a 
controlled  foreign  corporation's  gross  income  is  foreign  base  compa- 
ny income  and/ or  subpart  F  insurance  income,  then  all  of  its 
income  is  treated  as  foreign  base  company  income  or  insurance 
income  (whichever  is  appropriate)  (sec.  954(b)(3)(B)).  This  70-percent 
full  inclusion  rule  does  not  apply,  however,  to  income  of  a  company 
that  is  a  controlled  foreign  corporation  only  for  purposes  of  the 
captive  insurance  company  provision.  (See  Proposed  Treas.  Reg. 
sec.  1.953-6(k).) 


5  Current  taxation  applies  only  if  the  foreign  corporation  is  a  controlled  foreign  corporation 
for  an  uninterrupted  period  of  at  least  30  days  during  the  taxable  year. 
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Exception  for  certain  income  subject  to  high  foreign  taxes. — 
Income  otherwise  subject  to  current  taxation  as  foreign  base  com- 
pany income  can  be  excluded  from  subpart  F  if  the  income  was  not 
in  fact  routed  through  a  controlled  foreign  corporation  in  which 
the  income  bore  a  materially  lower  tax  than  would  be  due  on  the 
same  income  earned  directly  by  a  U.S.  corporation  (sec.  954(b)(4)). 
Subpart  F  employs  an  objective  test  to  determine  whether  income 
that  has  been  earned  through  a  controlled  foreign  corporation  in 
fact  has  been  subject  to  less  tax  than  it  would  have  borne  if  the 
income  had  been  earned  directly.  Under  this  rule,  subpart  F 
income  (other  than  foreign  base  company  oil-related  income)  does 
not  include  items  of  income  received  by  a  controlled  foreign  corpo- 
ration if  the  taxpayer  establishes  to  the  satisfaction  of  the  Secre- 
tary that  the  income,  measured  under  U.S.  tax  rules,  was  subject 
to  an  effective  rate  of  foreign  tax  equal  to  at  least  90  percent  of  the 
maximum  U.S.  corporate  tax  rate. 

Section  954(b)(4)  applies  solely  at  the  taxpayer's  election.  That  is, 
the  provision  applies  only  if  the  taxpayer  endeavors  to  establish  to 
the  Secretary's  satisfaction  that  the  income  in  question  was  subject 
to  the  requisite  foreign  tax,  and  the  taxpayer  succeeds  in  doing  so. 
The  Secretary  may  not  apply  the  provision  without  the  taxpayer's 
consent. 

Treatment  of  investments  in  U.S.  property. — As  discussed  above,  a 
U.S.  shareholder  of  a  controlled  foreign  corporation  generally  is 
taxable  on  its  pro  rata  share  of  the  foreign  corporation's  subpart  F 
income.  In  addition,  a  U.S.  shareholder  generally  is  taxable  on  its 
pro  rata  share  of  the  foreign  corporation's  earnings  and  profits  at- 
tributable to  non-subpart  F  income  to  the  extent  of  the  increase  for 
the  year  in  such  earnings  that  are  invested  in  U.S.  property  (sees. 
951(a)(1)(B)  and  956).  Such  increase  is  measured  by  comparing  the 
controlled  foreign  corporation's  total  amount  of  earnings  invested 
in  U.S.  property  at  the  close  of  the  current  taxable  year  with  the 
corresponding  amount  at  the  close  of  the  preceding  taxable  year. 

The  increase  for  the  current  taxable  year  in  the  earnings  of  a 
controlled  foreign  corporation  invested  in  U.S.  property  generally 
is  computed  by  subtracting  the  amount  of  the  corporation's  invest- 
ment in  U.S.  property  at  the  end  of  the  prior  year  (to  the  extent 
that  amount  would  have  been  a  dividend  if  it  had  been  distributed) 
from  its  investment  in  U.S.  property  at  the  end  of  the  current  year 
(to  the  extent  that  amount  would  have  been  a  dividend  if  it  had 
been  distributed). 

In  addition,  where  earnings  previously  taxed  under  sections 
951(a)(1)(B)  and  956  are  actually  distributed,  without  reduction  of 
the  controlled  foreign  corporation's  investment  in  U.S.  property, 
subsequent  earnings  are  included  in  the  U.S.  shareholder's  income 
under  sections  951(a)(1)(B)  and  956  with  no  further  increase  in  U.S. 
investment.  This  rule  is  intended  to  account  for  the  fact  that,  in 
effect,  new  earnings  are  funding  existing  investments  in  U.S. 
assets,  and  should  therefore  be  taxed.6 


6  "If  this  were  not  done  it  would  be  possible  to  retain  the  [U.S.]  investments  in  the  corporation 
and  make  actual  distributions  out  of  other  property  to  the  shareholders  which  would  not  be  tax- 
able to  them."  H.R.  Rep.  No.  1447,  87th  Cong.,  2d  Sess.  64  n.l  (1962). 
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Distributions  of  previously  taxed  income. — Earnings  and  profits 
of  a  controlled  foreign  corporation  that  are  (or  previously  have 
been)  included  in  the  incomes  of  the  U.S.  shareholders  are  not 
taxed  again  when  such  earnings  are  actually  distributed  to  the 
U.S.  shareholders  (sec.  959(a)(1)).  Similarly,  such  previously  taxed 
income  is  not  included  in  the  incomes  of  the  U.S.  shareholders  in 
the  event  that  such  earnings  are  invested  in  U.S.  property  (sec. 
959(a)(2)).  Previously  taxed  income  actually  distributed  from  a 
lower-tier  controlled  foreign  corporation  to  a  higher-tier  controlled 
foreign  corporation  is  disregarded  in  determining  the  subpart  F 
income  of  the  higher-tier  controlled  foreign  corporation  that  is  in- 
cluded in  the  income  of  the  U.S.  shareholders.  In  the  event  that 
stock  in  the  controlled  foreign  corporation  is  transferred  subse- 
quent to  the  income  inclusion  but  prior  to  the  actual  distribution  of 
previously  taxed  income,  the  transferee  shareholder  is  similarly 
exempt  from  tax  on  the  distribution  to  the  extent  of  the  proven 
identity  of  shareholder  interest. 

Distributions  by  a  controlled  foreign  corporation  are  allocated 
first  to  previously  taxed  income,  then  to  other  earnings  and  profits 
(sec.  959(c)).  Therefore,  a  controlled  foreign  corporation  may  distrib- 
ute its  previously  taxed  income  to  its  shareholders,  resulting  in  no 
additional  U.S.  income  taxation,  before  it  makes  any  taxable  divi- 
dend distributions  of  any  current  or  accumulated  non-subpart  F 
earnings  and  profits. 

Allowance  of  foreign  tax  credit. — U.S.  corporate  shareholders  of  a 
controlled  foreign  corporation  who  include  subpart  F  income  in 
their  own  gross  incomes  are  also  treated  as  having  paid  the  foreign 
taxes  actually  paid  by  the  controlled  foreign  corporation  on  that 
income,  to  the  same  general  extent  as  if  they  had  received  a  divi- 
dend distribution  of  that  income  (sec.  960).  Therefore,  the  U.S.  cor- 
porate shareholders  may  claim  foreign  tax  credits  for  those  taxes 
to  the  same  general  extent  as  if  they  had  received  a  dividend. 
Actual  distributions  by  a  controlled  foreign  corporation  are  not 
treated  as  dividends,  and  thus  generally  do  not  carry  further  eligi- 
bility for  deemed-paid  foreign  tax  credits,  to  the  extent  that  the  dis- 
tributions are  of  previously  taxed  income.7 

Individual  U.S.  shareholders  of  a  controlled  foreign  corporation 
who  include  subpart  F  income  in  their  own  gross  incomes  may  | 
elect  to  be  taxed  as  corporations  on  their  subpart  F  income  (sec.  j 
962).  Therefore,  electing  individual  U.S.  shareholders,  like  corpo- 
rate  shareholders,  may  claim  foreign  tax  credits  for  the  foreign  j 
taxes  actually  paid  by  the  controlled  foreign  corporation  on  that 
income  to  the  same  general  extent  as  if  they  had  received  a  divi- 
dend. 

Adjustments  to  basis  and  computation  of  earnings  and  profits.—  1 
The  inclusion  of  an  amount  of  a  controlled  foreign  corporation's  , 
subpart  F  income  in  the  gross  income  of  a  U.S.  shareholder  gener-  ; 
ally  results  in  a  corresponding  increase  in  the  shareholder's  basis 
in  the  stock  with  respect  to  which  the  subpart  F  income  was  in-  \ 
eluded  (sec.  961(a)).  In  addition,  the  distribution  of  previously  taxed  j 
income  to  a  U.S.  shareholder  of  a  controlled  foreign  corporation  j 


7  Certain  actual  distributions  of  previously  taxed  income  can  carry  further  eligibility  for  for- 
eign tax  credits  (sees.  960  (a)(3)  and  (b)). 
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generally  results  in  a  corresponding  decrease  in  the  shareholder's 
basis  in  the  stock  (sec.  961(b)). 

The  determination  of  the  earnings  and  profits  (or  deficit  in  earn- 
ings and  profits)  of  a  controlled  foreign  corporation  follows  rules 
that  are  substantially  similar  to  those  applicable  to  domestic  corpo- 
rations (sec.  964(a)).  One  specific  similarity  is  that  any  illegal 
bribes,  kickbacks,  or  other  payments  that  are  not  deductible  under 
section  162(c)  (such  as  payments  that  would  be  unlawful  under  the 
Foreign  Corrupt  Practices  Act  of  1977  if  paid  by  a  U.S.  person)  are 
not  taken  into  account  to  reduce  earnings  and  profits  (or  increase  a 
deficit  in  earnings  and  profits). 

Attribution  of  ownership. — In  determining  stock  ownership  for 
purposes  of  the  controlled  foreign  corporation  rules,  a  U.S.  person 
generally  is  considered  to  own  a  proportionate  share  of  stock 
owned,  directly  or  indirectly,  by  or  for  a  foreign  corporation,  for- 
eign partnership,  or  foreign  trust  or  estate  of  which  the  U.S. 
person  is  a  shareholder,  partner,  or  beneficiary  (sec.  958(a)). 

Additional  rules  for  constructive  ownership  apply  for  purposes  of 
determining  whether  or  not  a  U.S.  person  is  a  U.S.  shareholder 
(within  the  meaning  of  sec.  951(b),  as  discussed  above),  whether  or 
not  the  foreign  corporation  meets  the  relevant  definition  of  control 
(within  the  meaning  of  sees.  957(a),  957(b),  or  953(c)(1),  as  discussed 
above),  and  whether  or  not  two  persons  are  related  (within  the 
meaning  of  sec.  954(d)(3),  as  discussed  above),  but  not  for  purposes 
of  including  amounts  in  a  shareholder's  gross  income  under  section 
951(a).  These  constructive  ownership  rules  include,  among  other 
rules,  provisions  treating  an  individual  as  owning  stock  owned,  di- 
rectly or  indirectly,  by  the  individual's  spouse,  children,  grandchil- 
dren, and  parents;  a  10-percent  shareholder  of  a  corporation  as 
owning  its  proportionate  share  (100  percent,  in  the  case  of  a  more- 
than-50-percent  shareholder)  of  stock  owned,  directly  or  indirectly, 
by  the  corporation;  a  partner  or  beneficiary  as  owning  its  propor- 
tionate share  (100  percent,  in  the  case  of  a  more-than-50-percent 
partner  or  beneficiary)  of  stock  owned,  directly  or  indirectly,  by  the 
partnership  or  estate;  a  corporation  as  owning  all  stock  owned,  di- 
rectly or  indirectly,  by  10-percent  shareholders;  a  partnership  or 
estate  as  owning  all  stock  owned,  directly  or  indirectly,  by  its  part- 
ners or  beneficiaries;  and  the  holder  of  an  option  as  owning  the 
stock  subject  to  the  option  (sec.  958(b)).  However,  these  constructive 
ownership  rules  do  not  operate  to  treat  stock  owned  by  a  nonresi- 
dent alien  individual  as  owned  by  a  U.S.  citizen  or  a  resident  alien 
individual  (sec.  958(b)(1)). 

Gain  from  certain  sales  or  exchanges  of  stock  in  certain  for- 
eign corporations 

If  a  U.S.  person  sells  or  exchanges  stock  in  a  foreign  corporation, 
or  receives  a  distribution  from  a  foreign  corporation  that  is  treated 
as  an  exchange  of  stock,  and,  at  any  time  during  the  five-year 
period  ending  on  the  date  of  the  sale  or  exchange,  the  foreign  cor- 
poration was  a  controlled  foreign  corporation  and  the  U.S.  person 
was  a  10-percent  shareholder  (counting  stock  owned  directly,  indi- 
rectly, and  constructively),  then  the  gain  recognized  on  the  sale  or 
exchange  is  included  in  the  shareholder's  income  as  a  dividend,  to 
the  extent  of  the  earnings  and  profits  of  the  foreign  corporation 
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which  were  accumulated  during  the  period  that  the  shareholder 
held  stock  while  the  corporation  was  a  controlled  foreign  corpora 
tion  (sec.  1248). 8  For  this  purpose,  earnings  and  profits  of  the  for 
eign  corporation  do  not  include  amounts  that  had  already  beer 
subject  to  current  U.S.  taxation  (whether  imposed  on  the  foreigr; 
corporation  itself  or  the  U.S.  shareholders),  such  as  amounts  in 
eluded  in  gross  income  under  section  951,  amounts  included  ir 
gross  income  under  section  1247  (applicable  to  foreign  investmem 
companies,  which  are  discussed  below),  amounts  included  in  gross  i  ; 
income  under  section  1293  (applicable  to  certain  passive  foreign  in  \  i 
vestment  companies,  which  are  discussed  below),  or  amounts  thai 
were  effectively  connected  with  the  conduct  of  a  trade  or  business  !  - 
within  the  United  States  (sec.  1248(d)).  The  Code  provides  certair  ;  i 
special  rules  to  adjust  the  proper  scope  and  application  of  sectior  ! 
1248  (sec.  1248(e)-(i)).  :  p 

Amounts  subject  to  treatment  under  section  1248,  in  accordance 
with  their  characterization  as  dividends,  carry  deemed-paid  foreigr; 
tax  credits  that  may  be  claimed  by  corporate  taxpayers  under  sec  i  a 
tion  902. 

Foreign  personal  holding  companies 
In  general 

Congress  enacted  the  foreign  personal  holding  company  rules  j  j 
(sees.  551-558)  to  prevent  U.S.  taxpayers  from  accumulating  income  I  o 
tax-free  in  foreign  ''incorporated  pocketbooks."  If  five  or  fewer  U.S. 
citizens  or  residents  own,  directly  or  indirectly,  more  than  half  of  (  r 
the  outstanding  stock  (in  vote  or  value)  of  a  foreign  corporation!  b 
that  has  primarily  foreign  personal  holding  company  income,  that|  : 
corporation  will  be  a  foreign  personal  holding  company.  In  that!  : 
case,  all  the  foreign  corporation's  U.S.  shareholders  are  subject  tof  : 
U.S.  tax  on  their  pro  rata  share  of  the  corporation's  undistributed;  : 
foreign  personal  holding  company  income. 

Operating  rules 

A  foreign  corporation  is  a  foreign  personal  holding  company  if  it  i 
satisfies  both  a  stock  ownership  requirement  (sec.  552(a)(2))  and  a 
gross  income  requirement  (sec.  552(a)(1)).  The  stock  ownership  re-j 
quirement  is  satisfied  if,  at  any  time  during  the  taxable  year,  more 
than  50  percent  of  either  (1)  the  total  combined  voting  power  of  all  ! 
classes  of  stock  of  the  corporation  that  are  entitled  to  vote,  or  (2)  j 
the  total  value  of  the  stock  of  the  corporation,  is  owned  (directly, 
indirectly,  or  constructively)  by  or  for  five  or  fewer  individual  citi-  j  J 
zens  or  residents  of  the  United  States.  The  gross  income  require- 
ment is  satisfied  initially  if  at  least  60  percent  of  the  corporation's 
gross  income  is  foreign  personal  holding  company  income.  Once  the 
corporation  is  a  foreign  personal  holding  company,  however,  the 
gross  income  threshold  each  year  will  be  only  50  percent  until  the  j 
expiration  of  either  one  full  taxable  year  during  which  the  stock  i 
ownership  requirement  is  not  satisfied,  or  three  consecutive  tax-, 


8  A  special  limitation  applies  in  the  case  of  the  sale  or  exchange  by  an  individual  of  stock  held  1 
as  a  long-term  capital  asset  (sec.  1248(b)). 


159 


able  years  for  which  the  gross  income  requirement  is  not  satisfied 
at  the  50-percent  threshold. 

Foreign  personal  holding  company  income  generally  includes 
passive  income  such  as  dividends,  interest,  royalties  (but  not  in- 
cluding active  business  royalties),  and  rents  (if  rental  income  does 
not  amount  to  50  percent  of  gross  income)  (sec.  553(a)).  It  also  in- 
cludes, among  other  things,  gains  (other  than  gains  of  dealers)  from 
stock  and  securities  transactions,  commodities  transactions,  and 
amounts  received  with  respect  to  certain  personal  services  con- 
tracts. If  a  foreign  personal  holding  company  is  a  shareholder  in 
another  foreign  personal  holding  company,  the  first  company  in- 
cludes in  its  gross  income,  as  a  dividend,  its  share  of  the  undistrib- 
uted foreign  personal  holding  company  income  of  the  second  for- 
eign personal  holding  company. 

Excluded  from  characterization  as  foreign  personal  holding  com- 
panies are  corporations  that  are  exempt  from  tax  under  subchapter 
F  (sections  501  and  following)  of  the  Code,  as  well  as  certain  corpo- 
rations that  are  organized  and  doing  business  under  the  banking 
and  credit  laws  of  a  foreign  country  (sec.  552(b)). 

If  a  foreign  corporation  is  a  foreign  personal  holding  company, 
all  of  its  undistributed  foreign  personal  holding  company  income  is 
treated  as  distributed  as  a  dividend  on  a  pro-rata  basis  to  all  of  its 
U.S.  shareholders,  including  U.S.  citizens,  residents,  and  corpora- 
tions (sec.  551(b)).  That  is,  though  only  the  five  largest  individual 
shareholders  count  in  the  determination  of  foreign  personal  hold- 
ing company  status,  all  individual  shareholders  as  well  as  persons 
other  than  individuals  may  be  subject  to  current  tax  on  their  pro 
rata  shares  of  the  undistributed  income  of  the  foreign  personal 
holding  company.  The  undistributed  foreign  personal  holding  com- 
pany income  that  is  deemed  distributed  is  treated  as  recontributed 
by  the  shareholders  to  the  foreign  personal  holding  company  as  a 
contribution  to  capital.  Accordingly,  the  earnings  and  profits  of  the 
corporation  are  reduced  by  the  amount  of  the  deemed  distribution 
(sec.  551(d)),  and  each  shareholder's  basis  in  his  or  her  stock  in  the 
foreign  personal  holding  company  is  increased  by  the  shareholder's 
pro  rata  portion  of  the  deemed  distribution  (sec.  551(e)). 

Attribution  of  ownership  for  characterization  as  a  foreign 
personal  holding  company 

The  foreign  personal  holding  company  provisions  contain  con- 
structive ownership  rules  that  determine  whether  a  foreign  corpo- 
ration is  more  than  50  percent  owned  by  five  or  fewer  U.S.  citizens 
or  residents.  These  rules  generally  treat  an  individual  as  owning 
stock  owned,  directly  or  indirectly,  by  or  for  his  or  her  partners, 
brothers  and  sisters  (whether  by  the  whole  or  half  blood),  spouse, 
ancestors,  and  lineal  descendants.  However,  ownership  of  stock  ac- 
tually owned  by  a  nonresident  alien  is  not  attributed  to  the  alien's 
U.S.  brothers  and  sisters  (whether  by  the  whole  or  half  blood),  an- 
cestors, and  lineal  descendants  who  do  not  own  stock  in  the  foreign 
corporation.  For  example,  a  foreign  corporation  40  percent  of 
whose  shares  belong  to  a  U.S.  citizen  and  60  percent  of  whose 
shares  belong  to  the  nonresident  alien  sister  of  the  U.S.  citizen  will 
be  a  foreign  personal  holding  company  if  it  meets  the  other  criteria 
for  foreign  personal  holding  company  status.  Similarly,  ownership 
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of  stock  actually  owned  by  a  nonresident  alien  will  not  be  attrib- 
uted to  the  alien's  U.S.  partners  if  the  alien's  U.S.  partners  do  not 
own,  directly  or  indirectly,  any  stock  in  the  foreign  corporation  and 
if  the  alien's  partners  do  not  include  members  of  the  same  family 
as  a  U.S.  citizen  or  resident  who  owns,  directly  or  indirectly,  any 
stock  in  the  foreign  corporation.  For  example,  if  the  nonresident 
alien  partner  of  a  U.S.  citizen  owns  60  percent  of  a  foreign  corpora- 
tion, while  a  second  U.S.  citizen  (who  is  wholly  unrelated  to  the 
first  U.S.  citizen  and  to  the  nonresident  alien)  owns  the  remaining 
40  percent,  the  foreign  corporation  is  not  a  foreign  personal  hold- 
ing company. 

These  constructive  ownership  rules  also  apply  to  deem  income  to 
be  foreign  personal  holding  company  income  in  two  cases:  (1)  when 
a  foreign  corporation  has  contracted  to  furnish  personal  services 
that  an  individual  who  owns  (or  who  owns  constructively)  25  per- 
cent or  more  in  value  of  the  outstanding  stock  of  the  corporation 
has  performed,  is  to  perform,  or  may  be  designated  to  perform;  and 
(2)  when  an  individual  who  owns  (or  who  owns  constructively)  25 
percent  or  more  in  value  of  the  outstanding  stock  of  the  corpora- 
tion is  entitled  to  use  corporate  property  and  when  the  corporation 
in  any  way  receives  compensation  for  use  of  that  property.  This 
latter  rule  prevents  foreign  corporations  from  avoiding  foreign  per- 
sonal holding  company  status  by  generating  what  appear  to  be 
large  amounts  of  rental  income. 

Passive  foreign  investment  companies 

The  1986  Act  established  an  anti-deferral  regime  for  passive  for- 
eign investment  companies  (PFICs)  and  established  separate  rules 
for  each  of  two  types  of  PFICs.  One  set  of  rules  applies  to  PFICs 
that  are  "qualified  electing  funds,"  where  electing  U.S.  sharehold- 
ers include  currently  in  gross  income  their  respective  shares  of  a 
PFICs  total  earnings,  with  a  separate  election  to  defer  payment  of 
tax,  subject  to  an  interest  charge,  on  income  not  currently  received. 
The  second  set  of  rules  applies  to  PFICs  that  are  not  qualified 
electing  funds  ("nonqualified  funds"),  whose  U.S.  shareholders  pay 
tax  on  income  realized  from  a  PFIC  and  an  interest  charge  which 
is  attributable  to  the  value  of  deferral. 

Definition  of  passive  foreign  investment  company 

General  definition. — A  passive  foreign  investment  company  is 
any  foreign  corporation  if  (1)  75  percent  or  more  of  its  gross  income 
for  the  taxable  year  consists  of  passive  income,  or  (2)  50  percent  or 
more  of  the  average  fair  market  value  of  its  assets  consists  of 
assets  that  produce,  or  are  held  for  the  production  of,  passive 
income  (sec.  1296(a)).9  Passive  income  for  these  purposes  generally 
means  income  that  satisfies  the  definition  of  foreign  personal  hold- 
ing company  income  under  subpart  F  (as  discussed  above);  except 
as  provided  in  regulations,  however,  passive  income  does  not  in- 
clude certain  active-business  banking  or  insurance  income,  or  cer- 


9  A  foreign  corporation  can  elect  to  apply  the  asset  test  using  the  adjusted  bases  of  the  corpo- 
ration's assets  rather  than  the  fair  market  value  of  its  assets.  Thus,  under  this  election,  a  for- 
eign corporation  with  less  than  50  percent  passive  assets  by  adjusted  basis  will  not  be  a  PFIC 
(assuming  the  income  test  is  not  met),  even  if  its  assets  are  50  percent  or  more  passive  by  fair 
market  value.  The  election,  once  made,  is  revocable  only  with  the  consent  of  the  Secretary. 
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tain  amounts  received  from  a  related  party  (to  the  extent  that  the 
amounts  are  allocable  to  income  of  the  related  party  which  is  not 
passive  income,  as  discussed  below)  (sec.  1296(b)).  Passive  assets  for 
this  purpose  are  those  assets  that  produce  or  are  held  for  the  pro- 
duction of  passive  income.  Assets  that  are  property  which,  in  the 
hands  of  the  foreign  corporation,  are  inventory  property  (as  defined 
in  sec.  1221(1)),  or  are  held  by  a  regular  dealer  in  that  property, 
and  are  specifically  identified  as  such  inventory,  are  treated  as 
nonpassive  assets,  even  where  that  property  generates  foreign  per- 
sonal holding  company  income  (as  defined  in  sec.  954(c)),  such  as  in 
the  case  of  a  securities  broker-dealer  that  holds  debt  securities  as 
inventory  (Notice  88-22,  1988-1  C.B.  489,  as  modified  by  Notice  89- 
81,  1989-2  C.B.  399). 

Look-through  rules. — In  determining  whether  foreign  corpora- 
tions that  own  subsidiaries  are  PFICs,  look-through  treatment  is 
provided  in  certain  cases  (sec.  1296(c)).  Under  this  look-through 
rule,  a  foreign  corporation  that  owns,  directly  or  indirectly,  at  least 
25  percent  of  the  value  of  the  stock  of  another  corporation  is  treat- 
ed as  owning  a  proportionate  part  of  the  other  corporation's  assets 
and  income.  Thus,  amounts  such  as  interest  and  dividends  received 
from  foreign  or  domestic  subsidiaries  are  eliminated  from  the 
shareholder's  income  in  applying  the  income  test,  and  the  stock  or 
debt  investment  is  eliminated  from  the  shareholder's  assets  in  ap- 
plying the  asset  test. 

In  addition  to  the  look-through  rule  applicable  to  25-percent- 
owned  subsidiaries,  interest,  dividends,  rents,  and  royalties  re- 
ceived from  related  persons  that  are  not  subject  to  section  1296(c) 
look-through  treatment  are  excepted  from  treatment  as  passive 
income  to  the  extent  that,  under  regulations  prescribed  by  the  Sec- 
retary, those  amounts  are  allocable  to  income  of  the  payor  that  is 
not  passive  income  (sec.  1296(b)(2)(C)).10  As  a  corollary,  the  charac- 
terization of  the  assets  that  generate  the  income  will  follow  the 
characterization  of  the  income  so  that,  for  example,  a  loan  to  a  re- 
lated person  will  be  treated  as  a  nonpassive  asset  if  the  interest  on 
the  loan  is  treated  as  nonpassive  income.  Together,  these  rules  pro- 
vide that  earnings  of  certain  related  corporations,  which  earnings 
would  be  excluded  from  foreign  personal  holding  company  income 
under  the  related-person  same-country  exception  of  subpart  F  (sec. 
954(c)(3))  if  distributed  to  the  shareholders,  are  subject  to  look- 
through  treatment  whether  or  not  the  related  party  is  25-percent 
owned. 

In  addition,  stock  of  certain  U.S.  corporations  owned  by  another 
U.S.  corporation  which  is  at  least  25-percent  owned  by  a  foreign 
corporation  is  treated  as  a  nonpassive  asset  (sec.  1297(b)(8)).  Under 
this  rule,  in  determining  whether  a  foreign  corporation  is  a  PFIC, 
stock  of  a  regular  domestic  C  corporation  owned  by  a  25-percent 
owned  domestic  corporation  is  treated  as  an  asset  which  does  not 
produce  passive  income  (and  is  not  held  for  the  production  of  pas- 
sive income),  and  income  derived  from  that  stock  is  treated  as 
income  which  is  not  passive  income.  Thus,  a  foreign  corporation,  in 
applying  the  look-through  rule  available  to  25-percent  owned  corpo- 


10  A  related  person  is  defined  by  reference  to  the  related  person  definition  in  subpart  F  (that 
is,  sec.  954(dX3)). 
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rations,  is  treated  as  owning  nonpassive  assets  in  these  cases.  This 
rule  does  not  apply,  however,  if,  under  a  treaty  obligation  of  the 
United  States,  the  foreign  corporation  is  not  subject  to  the  accumu- 
lated earnings  tax,  unless  the  corporation  agrees  to  waive  the  bene- 
fit under  the  treaty.  This  rule  is  designed  to  mitigate  the  potential 
disparate  tax  treatment  between  U.S.  individual  shareholders  who 
hold  U.S.  stock  investments  through  a  U.S.  holding  company  and 
those  who  hold  those  investments  through  a  foreign  holding  compa- 
ny. If  a  foreign  investment  company  attempts  to  use  this  rule  to 
avoid  the  PFIC  provisions,  it  will  be  subject  to  the  accumulated 
earnings  tax  and,  thus,  the  shareholders  of  that  company  essential- 
ly will  be  denied  deferral  on  the  earnings  of  the  foreign  company, 
with  an  effect  in  some  ways  similar  to  application  of  the  PFIC  pro- 
visions. 

Special  exceptions  from  PFIC  classification  apply  to  start-up  com- 
panies (sec.  1297(b)(2))  and  corporations  changing  businesses  during 
the  taxable  year  (sec.  1297(b)(3)).  In  both  such  cases,  a  corporation 
may  have  a  substantially  higher  proportion  of  passive  assets  (and 
passive  income,  in  some  cases)  than  at  other  times  in  its  history. 

General  rule — nonqualified  funds 

General  rule. — United  States  persons  who  are  shareholders  in 
PFICs  that  are  not  "qualified  electing  funds"  (or  have  not  been 
qualified  electing  funds  for  all  PFIC  years  in  the  holding  period  of 
the  taxpayer)  pay  U.S.  tax  and  an  interest  charge  based  on  the 
value  of  tax  deferral  at  the  time  the  shareholder  disposes  of  stock 
in  the  PFIC  or  on  receipt  of  an  "excess"  distribution  (sec.  1291). 
Under  this  rule,  gain  recognized  on  disposition  of  stock  in  a  non- 
qualified fund  or  income  on  receipt  of  an  "excess"  distribution 
from  a  nonqualified  fund  is  treated  as  ordinary  income  and  is 
treated  as  earned  pro  rata  over  the  shareholder's  holding  period  of 
his  or  her  investment.  The  portion  treated  as  earned  before  the 
current  year  during  the  post-1986  period  during  which  the  foreign 
corporation  was  a  PFIC  is  taxed  at  the  highest  applicable  tax  rate 
in  effect  for  each  respective  year,  and  is  subject  to  an  interest 
charge.  The  interest  charge  is  treated  as  interest  for  tax  purposes. 
The  total  of  such  tax  and  interest  is  referred  to  as  the  "deferred 
tax  amount." 

Availability  of  foreign  tax  credits. — Distributions  from  nonqual- 
ified funds  are  eligible  for  direct  and  deemed-paid  foreign  tax  cred- 
its (under  sees.  901  and  902)  under  the  following  method.  The  U.S. 
investor  first  computes  the  total  amount  of  creditable  foreign  taxes 
with  respect  to  the  distribution  it  receives.  This  amount  includes 
the  amount  of  direct  foreign  taxes  paid  by  the  investor  with  respect 
to  the  distribution  (for  example,  any  withholding  taxes)  and  the 
amount  of  the  PFICs  foreign  taxes  deemed  paid  by  the  investor 
with  respect  to  the  distribution  under  section  902  (if  any)  to  the 
extent  the  direct  and  indirect  taxes  are  creditable  under  general 
foreign  tax  credit  principles  and  the  investor  chooses  to  claim  those 
taxes  as  a  credit.  The  investor  then  determines  the  amount  of  the 
creditable  foreign  taxes  that  are  attributable  to  the  portion  of  the 
distribution  that  is  an  excess  distribution  (the  "excess  distribution 
taxes").  This  determination  is  made  by  apportioning  the  total 
amount  of  creditable  foreign  taxes  between  the  amount  of  the  dis- 
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tribution  that  is  an  excess  distribution  and  the  amount  of  the  dis- 
tribution that  is  not  an  excess  distribution  on  a  pro  rata  basis.  For 
purposes  of  determining  the  amount  of  the  distribution  from  the 
PFIC  (and  the  amount  of  the  excess  distribution),  the  gross-up 
under  section  78  is  included  in  the  amount  of  money  or  other  prop- 
erty received. 

The  U.S.  investor  then  allocates  the  excess  distribution  taxes  rat- 
ably to  each  day  in  the  holding  period  of  its  stock.  To  the  extent 
the  taxes  are  allocated  to  days  in  taxable  years  prior  to  the  year  in 
which  the  foreign  corporation  became  a  PFIC  and  to  the  current 
taxable  year,  the  taxes  are  taken  into  account  for  the  current  year 
under  the  general  foreign  tax  credit  rules.  To  the  extent  the  taxes 
are  allocated  to  days  in  any  other  taxable  year  (that  is,  to  days  in 
years  on  which  the  deferred  tax  amount  is  imposed),  then  the  for- 
eign tax  credit  limitation  provisions  of  section  904  are  applied  sepa- 
rately to  those  taxes.  Under  this  rule,  the  taxes  allocable  to  a  par- 
ticular year  can  reduce  the  increase  in  tax  for  that  year  on  which 
interest  is  computed,  but  not  below  zero.  In  the  event  the  taxes  al- 
locable to  that  year  are  in  excess  of  any  increase  in  tax,  no  interest 
will  be  due,  but  no  carryover  will  be  allowed  since  the  foreign  tax 
credit  limitations  are  applied  with  respect  to  excess  distributions 
occurring  within  each  taxable  year. 

Definition  of  excess  distribution. — An  "excess"  distribution  is  any 
current  year  distribution  in  respect  of  a  share  of  stock  that  exceeds 
125  percent  of  the  average  amount  of  distributions  in  respect  of  the 
share  of  stock  received  during  the  3  preceding  years  (or,  if  shorter, 
the  total  number  of  years  of  the  taxpayer's  holding  period  prior  to 
the  current  taxable  year)  (sec.  1291(b)).  The  determination  of  an 
excess  distribution  excludes  from  the  3-year  average  distribution 
base  that  part  of  a  prior-year  excess  distribution  that  is  considered 
attributable  to  deferred  earnings  (i.e.,  that  part  of  the  excess  distri- 
bution that  was  not  allocable  to  pre-1986  or  pre-PFIC  years  or  to 
the  current  year).  Any  gain  from  the  sale  or  disposition  of  such 
stock  is  also  treated  as  an  excess  distribution. 

Anti-avoidance  rules. — Regulatory  authority  is  provided  to  disre- 
gard any  nonrecognition  provision  of  the  Code  on  any  transfer  of 
PFIC  stock  (sec.  1291(f)).  For  example,  regulations  may  treat  a  gift 
of  stock  in  a  nonqualified  fund  to  a  non-taxpaying  entity,  such  as  a 
charity  or  a  foreign  person,  as  a  disposition  for  purposes  of  those 
rules  in  order  that  the  deferred  tax  and  interest  charge  attributa- 
ble to  that  stock  not  be  eliminated.  Under  proposed  Treasury  regu- 
lations, nonrecognition  provisions  may  apply  to  the  gain  on  a 
transfer  of  stock  in  a  nonqualified  fund  that  would  otherwise  qual- 
ify for  the  Code's  nonrecognition  provisions,  but  only  to  the  extent 
that  the  transferee  will  be  subject  to  the  deferred  tax  and  interest 
charge  on  a  subsequent  distribution  by  the  PFIC  or  disposition  of 
the  PFIC  stock. 

Coordination  with  regulated  investment  company  rules. — Pro- 
posed Treasury  regulations  permit  a  regulated  investment  compa- 
ny meeting  certain  requirements  to  mark  to  market  its  gain  in 
PFIC  stock  of  which  it  is  a  direct  or  indirect  shareholder. 
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Qualified  electing  funds 

General  rule. — A  U.S.  person  who  owns  stock  in  a  PFIC  may  i 
elect  that  the  PFIC  be  treated  as  a  "qualified  electing  fund"  with 
respect  to  that  shareholder  (sec.  1295),  with  the  result  that  the 
shareholder  must  include  currently  in  gross  income  his  or  her  pro  \ 
rata  share  of  the  PFIC's  total  earnings  and  profits  (sec.  1293).  This 
inclusion  rule  generally  requires  current  payment  of  tax,  absent  a 
separate  election  to  defer  tax. 

Qualified  fund  election. — The  election  for  treatment  as  a  quali-  j 
fled  electing  fund,  which  is  made  at  the  shareholder  level,  is  avail- 
able only  where  the  PFIC  complies  with  the  requirements  pre-  i 
scribed  in  Treasury  regulations  to  determine  the  income  of  the   j  i 
PFIC  and  to  ascertain  any  other  information  necessary  to  carry  out  I 
the  purposes  of  the  PFIC  provisions.  The  effect  of  the  election  is  to   j  ( 
treat  a  PFIC  as  a  qualified  electing  fund  with  respect  to  each  elect-   j  i 
ing  investor  so  that,  for  example,  an  electing  investor  will  not  be   j  i 
subject  to  the  deferred  tax  and  interest  charge  rules  of  section  1291  1 
on  receipt  of  a  distribution  if  the  election  has  been  in  effect  for 
each  of  the  PFIC's  taxable  years  for  which  the  company  was  a  j  1 
PFIC  and  which  includes  any  portion  of  the  investor's  holding  c 
period.  S  r 

Inclusion  of  income. — The  amount  currently  included  in  the  c 
income  of  an  electing  shareholder  is  divided  between  a  sharehold- 
er's pro  rata  share  of  the  ordinary  income  of  the  PFIC  and  net  cap-  [ 
ital  gain  income  of  the  PFIC.  The  characterization  of  income,  and   i  c 
the  determination  of  earnings  and  profits,  is  made  pursuant  to  gen-  c 
eral  Code  rules  with  two  modifications.  These  modifications  apply  j 
only  when  the  qualified  electing  fund  is  also  a  controlled  foreign  jjj 
corporation  and  the  U.S.  investor  in  the  fund  is  also  a  U.S.  share-  j. 
holder  in  the  controlled  foreign  corporation  (as  both  terms  are  de- 
fined under  subpart  F). 

Under  the  first  modification,  if  the  U.S.  investor  establishes  to  \ 
the  satisfaction  of  the  Secretary  that  an  item  of  income  derived  by  !  e 
a  fund  was  subject  to  an  effective  rate  of  income  tax  imposed  by  a  j  d 
foreign  country  greater  than  90  percent  of  the  maximum  rate  of  j  c 
U.S.  corporate  tax,  then  that  item  of  income  is  excluded  from  the  \  * 
ordinary  earnings  and  net  capital  gain  income  of  the  fund  for  pur-  j  ( 
poses  of  determining  the  U.S.  investor's  pro  rata  share  of  income. 

Under  the  second  modification,  the  qualified  electing  fund's  ordi-  fi 
nary  earnings  and  net  capital  gain  income  do  not  include  income  b 
from  U.S.  sources  that  is  effectively  connected  with  the  conduct  by  n 
the  fund  of  a  U.S.  trade  or  business  so  long  as  that  income  is  not  ;  ci 
exempt  from  U.S.  taxation  (or  subject  to  a  reduced  rate  of  tax)  pur-  si 
suant  to  a  treaty  obligation  of  the  United  States. 

Pro  rata  share  of  income. — Pro  rata  share  of  income  generally  is 
determined  by  aggregating  a  PFIC's  income  for  the  taxable  year  oi 
and  attributing  that  income  ratably  over  every  day  in  the  PFIC's  I  ;» 
year.  Electing  investors  then  include  in  income  for  the  period  in  i  u 
which  they  hold  stock  in  the  PFIC  their  daily  ownership  interest  in  I  fe 
the  PFIC  multiplied  by  the  amount  of  income  attributed  to  each  )  (j 
day.  )  q. 

As  a  special  rule,  the  Code  permits  that,  to  the  extent  provided  [  ^ 
in  regulations,  if  a  qualified  electing  fund  establishes  to  the  Secre- 
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tary's  satisfaction  that  it  maintains  records  that  determine  inves- 
tors' pro  rata  shares  of  income  more  accurately  than  allocating  a 
taxable  year's  income  ratably  over  a  daily  basis  (for  example,  by 
allocating  a  month's  income  ratably  over  a  daily  basis),  the  fund 
can  determine  the  investors'  pro  rata  shares  of  income  on  that 
basis.  This  provision  is  designed  to  allow  those  funds  that  maintain 
appropriate  records  to  more  accurately  determine  U.S.  investors' 
pro  rata  shares  of  income,  which  may  be  important  in  cases  where 
the  investors  own  their  stock  for  only  parts  of  a  year. 

Distributions  and  basis  adjustments. — The  distribution  of  earn- 
ings and  profits  that  were  previously  included  in  the  income  of  an 
electing  shareholder  under  these  rules  is  not  treated  as  a  dividend 
to  the  shareholder,  but  does  reduce  the  PFIC's  earnings  and  profits 
(sec.  1293(c)).  The  basis  of  an  electing  shareholder's  stock  in  a  PFIC 
is  increased  by  amounts  currently  included  in  income  under  these 
rules,  and  is  decreased  by  any  amount  that  is  actually  distributed 
but  treated  as  previously  taxed  under  section  1293(c)  (sec.  1293(d)). 

Availability  of  foreign  tax  credit. — Foreign  tax  credits  are  al- 
lowed against  U.S.  tax  on  amounts  included  in  income  from  a 
qualified  electing  fund  to  the  same  extent,  and  under  the  same 
rules,  as  in  the  case  of  income  inclusions  from  a  controlled  foreign 
corporation  (sec.  1293(f)). 

The  Code  provides  special  rules  to  characterize  income  inclusions 
from  qualified  electing  funds  for  foreign  tax  credit  purposes.  In  the 
case  of  a  qualified  electing  fund  that  is  also  a  controlled  foreign 
corporation,  where  the  U.S.  person  that  has  the  income  inclusion  is 
a  U.S.  shareholder  in  the  corporation  (as  defined  under  the  subpart 
F  rules),  look-through  treatment  determines  the  foreign  tax  credit 
limitation  characterization  of  the  income  inclusion.  In  addition, 
where  the  qualified  electing  fund  is  a  noncontrolled  section  902  cor- 
poration (as  defined  in  sec.  904(d)(2)(E))  with  respect  to  the  taxpay- 
er, the  income  inclusion  is  treated  for  foreign  tax  credit  purposes 
as  a  dividend,  and  thus,  is  subject  to  the  separate  limitation  appli- 
cable to  those  dividends.  Where  neither  of  the  above  conditions  is 
satisfied,  the  income  inclusion  is  characterized  as  passive  income 
for  foreign  tax  credit  purposes. 

Election  to  defer  current  payment  of  tax. — U.S.  investors  in  quali- 
fied electing  funds  may  generally,  subject  to  the  payment  of  inter- 
est, elect  to  defer  payment  of  U.S.  tax  on  amounts  included  cur- 
rently in  income  but  for  which  no  current  distribution  has  been  re- 
ceived (sec.  1294).  An  election  to  defer  tax  is  treated  as  an  exten- 
sion of  time  to  pay  tax  for  which  a  U.S.  shareholder  is  liable  for 
interest. 

The  disposition  of  stock  in  a  PFIC  generally  terminates  all  previ- 
ous extensions  of  time  to  pay  tax  with  respect  to  the  earnings  at- 
tributable to  that  stock.  Disposition  for  this  purpose  generally 
means  any  transfer  of  ownership,  regardless  of  whether  the  trans- 
fer constitutes  a  realization  or  recognition  event  under  general 
1  Code  rules.  For  example,  a  transfer  at  death  or  by  gift  of  stock  in  a 
qualified  electing  fund  is  treated  as  a  disposition  for  these  pur- 
poses. 
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Special  rules  applicable  to  both  types  of  funds 

Coordination  of  section  1291  with  taxation  of  shareholders  in 
qualified  electing  funds. — Gain  recognized  on  disposition  of  stock  in 
a  PFIC  by  a  U.S.  investor,  as  well  as  distributions  received  from  a 
PFIC  in  a  year  the  PFIC  is  a  qualified  electing  fund,  are  not  taxed 
under  the  rules  applicable  to  nonqualified  funds  (that  is,  sec.  1291) 
if  the  PFIC  is  a  qualified  electing  fund  for  each  of  the  fund's  tax- 
able years  which  begin  after  December  31,  1986  and  which  includes 
any  portion  of  the  investor's  holding  period  (sec.  1291(d)(1)).  There- 
fore, if  for  any  taxable  year  beginning  after  December  31,  1986,  a 
foreign  corporation  is  a  PFIC  but  is  not  a  qualified  electing  fund 
with  respect  to  the  U.S.  investor,  gains  and  distributions  in  any 
subsequent  year  will  be  subject  to  the  rules  applicable  to  nonqual- 
ified funds.  The  section  1291  coordinating  provision  as  it  relates  to 
distributions  prevents  a  fund  from  retaining  its  annual  income 
while  it  is  not  a  qualified  electing  fund,  and  then  distributing  the 
accumulated  income  in  a  subsequent  year  after  it  becomes  a  quali- 
fied electing  fund  without  incurring  any  interest  charge. 

Any  U.S.  person  who  owns  stock  (directly  or  indirectly  under  the 
attribution  rules)  in  a  PFIC  which  previously  was  not  a  qualified 
electing  fund  for  a  taxable  year  but  which  becomes  one  for  the  sub- 
sequent taxable  year  may  elect  to  be  taxed  on  the  unrealized  ap- 
preciation inherent  in  his  or  her  PFIC  stock  up  through  the  first 
day  of  the  subsequent  taxable  year,  pay  all  prior  deferred  tax  and 
interest,  and  acquire  a  new  basis  and  holding  period  in  his  or  her 
PFIC  investment  (sec.  1291(d)(2)).  Thereafter,  the  shareholder  is 
subject  to  the  rules  applicable  to  qualified  electing  funds. 

An  alternative  election  is  available  to  shareholders  in  a  con- 
trolled foreign  corporation.  Under  this  alternative,  instead  of  recog- 
nizing the  entire  gain  in  the  value  of  his  or  her  stock,  a  U.S.  person 
that  holds  stock  (directly  or  indirectly  under  the  attribution  rules) 
in  a  controlled  foreign  corporation  (as  defined  for  subpart  F  pur- 
poses) that  is  a  PFIC  and  that  becomes  a  qualified  electing  fund 
can  elect  to  include  in  gross  income  as  a  dividend  his  or  her  share 
of  the  corporation's  earnings  and  profits  accumulated  after  1986 
and  since  the  corporation  was  a  PFIC.  Upon  this  election,  the  U.S. 
person's  stock  basis  is  increased  by  the  amount  included  in  income 
and  the  shareholder  is  treated  as  having  a  new  holding  period  in 
his  or  her  stock.  Thereafter,  the  shareholder  is  subject  to  the  rules 
applicable  to  qualified  electing  funds.  The  total  amount  treated  as 
a  dividend  under  the  above  election  is  an  excess  distribution  and  is 
to  be  assigned,  for  purposes  of  computing  the  deferred  tax  and  in- 
terest charge,  to  the  shareholder's  stock  interest  on  the  basis  of 
post-December  31,  1986  ownership. 

Attribution  of  ownership. — In  determining  stock  ownership,  a 
U.S.  person  is  considered  to  own  his  or  her  proportionate  share  of 
the  stock  of  a  PFIC  owned  by  any  partnership,  trust,  or  estate  of 
which  the  person  is  a  partner  or  beneficiary  (or  in  certain  cases,  a 
grantor),  or  owned  by  any  foreign  corporation  if  the  U.S.  person 
owns  50  percent  or  more  of  the  value  of  the  corporation's  stock 
(sec.  1297(a)).  However,  if  a  U.S.  person  owns  any  stock  in  a  PFIC, 
the  person  is  considered  to  own  his  or  her  proportionate  share  of 
any  lower-tier  PFIC  stock  owned  by  the  upper-tier  PFIC,  regardless 
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of  the  percentage  of  his  or  her  ownership  in  the  upper-tier  PFIC. 
Under  regulations,  any  person  who  has  an  option  to  acquire  stock 
may  be  treated  as  owning  the  stock. 

Anti-avoidance  rules. — The  Code  provides  authority  to  the  Secre- 
tary to  prescribe  regulations  that  are  necessary  to  carry  out  the 
purposes  of  the  PFIC  provisions  and  to  prevent  circumvention  of 
the  interest  charge  (sec.  1297(d)).  In  addition,  if  a  U.S.  person  is 
treated  as  owning  stock  in  a  PFIC  by  virtue  of  the  attribution 
rules,  regulations  may  treat  any  distribution  of  money  or  other 
property  to  the  actual  holder  of  the  stock  as  a  distribution  to  the 
U.S.  person,  and  any  disposition  (whether  by  the  U.S.  person  or  the 
actual  holder  of  the  stock)  which  results  in  the  U.S.  person  being 
treated  as  no  longer  owning  the  stock  as  a  disposition  by  the  U.S. 
person  (sec.  1297(b)(5)). 

Other  anti-deferral  regimes 

Personal  holding  companies 

In  addition  to  the  corporate  income  tax,  the  Code  imposes  a  tax 
at  the  rate  of  28  percent 1 1  on  the  undistributed  income  of  a  per- 
sonal holding  company  (sec.  541).  This  tax  substitutes  for  the  tax 
that  would  have  been  incurred  by  the  shareholders  on  dividends 
actually  distributed  by  the  personal  holding  company.  A  personal 
holding  company  generally  is  defined  as  any  corporation  (with  cer- 
tain specified  exceptions)  if  (1)  at  least  60  percent  of  its  adjusted 
gross  income  for  the  taxable  year  is  personal  holding  company 
income,  and  (2)  at  any  time  during  the  last  half  of  the  taxable  year 
more  than  50  percent  in  value  of  its  outstanding  stock  is  owned, 
directly  or  indirectly,  by  or  for  not  more  than  five  individuals  (sec. 
542(a)). 

This  definition  is  very  similar  to  that  of  a  foreign  personal  hold- 
ing company,  discussed  above,  but  does  not  depend  on  the  U.S.  citi- 
zenship or  residence  status  of  the  shareholders.  However,  the  speci- 
fied exceptions  to  the  definition  of  a  personal  holding  company  pre- 
clude the  application  of  the  personal  holding  company  tax  to, 
among  others,  any  foreign  personal  holding  company,  most  foreign 
corporations  owned  solely  by  nonresident  alien  individuals,  and 
any  PFIC  (paragraphs  (5),  (7),  and  (10)  of  sec.  542(c)).  Therefore,  the 
personal  holding  company  tax  could  apply  to  only  a  small  class  of 
foreign  corporations,  such  as  foreign  corporations  with  at  least  60 
percent  but  less  than  75  percent  passive-type  income,  and  majority 
owned  by  a  group  of  five  or  fewer  individuals  of  whom  at  least  one 
is  a  U.S.  person  and  at  least  one  of  whom  is  a  nonresident  alien. 

Accumulated  earnings  tax 

In  addition  to  the  corporate  income  tax,  the  Code  also  imposes  a 
tax,  at  the  rate  of  28  percent,  on  the  accumulated  taxable  income 
of  any  corporation  (with  certain  exceptions)  formed  or  availed  of 
for  the  purpose  of  avoiding  income  tax  with  respect  to  its  share- 
holders (or  the  shareholders  of  any  other  corporation),  by  permit- 


1 1  Section  102(a)(4)  of  the  bill,  which  is  a  technical  correction  to  the  Omnibus  Budget  Reconcil- 
iation Act  of  1990,  would  change  the  personal  holding  company  tax  rate  to  31  percent,  to  con- 
form to  the  increase  in  the  top  individual  tax  rate  from  28  to  31  percent. 
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ting  its  earnings  and  profits  to  accumulate  instead  of  being  distrib- 
uted (sees.  531,  532(a)).  The  specified  tax-avoidance  purpose  general- 
ly is  determined  by  the  fact  that  the  earnings  and  profits  of  the 
corporation  are  allowed  to  accumulate  beyond  the  reasonable  needs 
of  the  business  (sec.  533).  Like  the  personal  holding  company  tax, 
the  accumulated  earnings  tax  acts  as  a  substitute  for  the  tax  that 
would  have  been  incurred  by  the  shareholders  on  dividends  actual- 
ly distributed  by  the  corporation. 

The  accumulated  earnings  tax  does  not  apply  to  any  personal 
holding  company,  foreign  personal  holding  company,  or  PFIC  (sec. 
532(b)).  These  exceptions,  along  with  the  current  inclusion  of  sub- 
part F  income  in  the  gross  incomes  of  the  U.S.  shareholders  of  a 
controlled  foreign  corporation,  have  resulted,  in  practice,  in  very 
limited  application  of  the  accumulated  earnings  tax  to  foreign  cor- 
porations. 

Foreign  investment  companies 

A  foreign  investment  company  generally  is  defined  as  any  for- 
eign corporation  that  either  is  registered  under  the  Investment 
Company  Act  of  1940  (as  amended)  as  a  management  company  or 
as  a  unit  investment  trust,  or  is  engaged  (or  holding  itself  out  as 
being  engaged)  primarily  in  the  business  of  investing,  reinvesting, 
or  trading  in  securities  or  commodities  or  any  interest  (including  a 
futures  or  forward  contract  or  option)  in  securities  or  commodities, 
at  a  time  when  50  percent  or  more  of  the  vote  or  value  of  the  stock 
was  held  (directly  or  indirectly)  by  U.S.  persons  (sec.  1246(b)).  In 
the  case  of  the  sale  or  exchange  of  stock  in  a  foreign  investment 
company,  gain  on  the  sale  generally  is  treated  as  ordinary  income 
to  the  extent  of  the  taxpayer's  ratable  share  of  the  undistributed 
earnings  and  profits  of  the  foreign  investment  company  (sec. 
1246(a)).  However,  if  a  foreign  investment  company  so  elected  by 
December  31,  1962,  it  can  avoid  the  application  of  section  1246  to 
its  shareholders  by  annually  distributing  at  least  90  percent  of  its 
taxable  income  (determined  as  if  the  foreign  corporation  were  a  do- 
mestic corporation),  and  complying  with  other  information-report- 
ing and  administrative  requirements  as  the  Secretary  of  the  Treas- 
ury deems  necessary  (sec.  1247). 

Coordination  among  anti-deferral  regimes 

The  Code  provides  that,  if  an  item  of  income  of  a  foreign  corpora- 
tion would  be  includable  in  the  gross  income  of  a  U.S.  shareholder 
both  under  the  controlled  foreign  corporation  rules  and  under  the 
foreign  personal  holding  company  rules,  that  item  of  income  is  in- 
cluded only  under  the  controlled  foreign  corporation  rules  (sec. 
951(d)).  This  rule  of  precedence  operates  only  to  the  extent  that  the 
controlled  foreign  corporation  rules  and  the  foreign  personal  hold- 
ing company  rules  overlap  on  an  item-by-item  basis.  Income  includ- 
ible under  only  one  set  of  rules  (foreign  personal  holding  company 
rules  or  subpart  F  rules)  is  includible  under  that  set  of  rules.  A 
taxpayer  taxable  under  subpart  F  on  amounts  other  than  subpart 
F  income  (on  such  items  as  withdrawals  from  foreign  base  company  j 
shipping  income  and  investments  in  U.S.  property)  is  taxable  under 
subpart  F  whether  or  not  the  taxpayer  is  also  taxable  on  the  undis- 
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tributed  foreign  personal  holding  company  income  of  the  foreign 
corporation  under  the  foreign  personal  holding  company  rules. 

If  an  item  of  income  of  a  foreign  corporation  would  be  includable 
in  the  gross  income  of  a  U.S.  shareholder  both  under  the  controlled 
foreign  corporation  rules  and  under  the  rules  relating  to  the  cur- 
rent taxation  of  income  from  certain  passive  foreign  investment 
companies,  that  item  of  income  is  included  only  under  the  con- 
trolled foreign  corporation  rules  (sec.  951(f)).  In  addition,  if  an  item 
of  income  of  a  foreign  corporation  would  be  includable  in  the  gross 
income  of  a  U.S.  shareholder  both  under  the  controlled  foreign  cor- 
poration rules  and  under  the  rules  relating  to  the  current  taxation 
of  income  from  electing  foreign  investment  companies,  that  item  of 
income  is  included  only  under  the  foreign  investment  company 
rules  (sec.  951(c)).  Any  amount  that  is  taxable  under  only  one  set  of 
rules  is  included  in  gross  income  pursuant  to  that  set  of  rules. 

In  the  case  of  a  foreign  corporation  that  is  both  a  foreign  person- 
al holding  company  and  a  passive  foreign  investment  company,  to 
the  extent  that  the  income  of  the  foreign  corporation  would  be  tax- 
able to  a  U.S.  person  both  under  the  foreign  personal  holding  com- 
pany rules  and  under  section  1293  (relating  to  current  taxation  of 
income  of  certain  passive  foreign  investment  companies),  that 
income  is  treated  as  taxable  to  the  U.S.  person  only  under  the  for- 
eign personal  holding  company  rules  (sec.  551(g)). 

In  the  case  of  a  PFIC  that  is  a  qualified  electing  fund,  the 
amount  of  income  treated  as  a  dividend  on  a  sale  or  exchange  of 
stock  in  a  controlled  foreign  corporation  (under  sec.  1248)  does  not 
include  any  amount  of  income  included  previously  under  the  quali- 
fied electing  fund  rules  to  the  extent  that  that  amount  of  income 
has  not  been  distributed  from  the  PFIC  prior  to  the  sale  or  ex- 
change of  the  stock.  In  addition,  section  1248  does  not  apply  to  the 
sale  or  disposition  of  stock  in  a  PFIC  that  is  not  a  qualified  electing 
fund. 

In  the  case  of  a  PFIC  that  is  a  qualified  electing  fund  and  that 
owns  stock  in  a  second-tier  PFIC  that  is  also  a  qualified  electing 
fund,  amounts  distributed  by  the  second-tier  fund  to  the  first-tier 
fund  that  have  been  included  previously  in  income  by  U.S.  inves- 
tors— because  they  are  deemed  to  own  stock  in  the  second-tier 
fund — are  not  to  be  included  in  the  ordinary  earnings  of  the  first- 
tier  fund.  This  rule  prevents  U.S.  persons  from  including  amounts 
in  income  twice.  This  relief  provision  also  applies  in  the  case  of  a 
second-  (or  lower-)  tier  PFIC  that  is  a  qualified  electing  fund  and 
that  is  also  a  controlled  foreign  corporation.  In  this  case,  amounts 
that  are  included  in  a  U.S.  person's  income  under  the  subpart  F 
provisions  and  that  would  have  been  included  under  the  qualified 
electing  fund  provisions  (but  for  the  coordination  provision  of  sec. 

i  951(f))  are  prevented  from  being  included  in  income  again  under 

1  this  relief  provision. 

In  the  case  of  a  PFIC  that  is  not  a  qualified  electing  fund,  the 
Code  eliminates  the  potential  for  double  taxation  by  providing  for 
proper  adjustments  to  excess  distributions  for  amounts  that  are 
taxed  currently  under  the  Code's  other  current  inclusion  rules. 
Thus,  for  example,  excess  distributions  will  not  include  any 
amounts  that  are  treated  as  previously  taxed  income  under  section 
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959(a)  when  distributed  by  a  controlled  foreign  corporation  that  is  \ 
also  a  PFIC  that  is  not  a  qualified  electing  fund. 

As  noted  above,  the  personal  holding  company  tax  does  not  apply  i 
to  any  foreign  personal  holding  company  or  PFIC,  and  the  accumu- 
lated earnings  tax  does  not  apply  to  any  personal  holding  company,  I 
foreign  personal  holding  company,  or  PFIC. 

Section  1246  does  not  apply  to  the  earnings  and  profits  of  any 
foreign  investment  company  for  any  year  after  1986  if  the  company  \ 
is  a  PFIC  for  that  year  (sec.  1297(b)(7)).  In  addition,  an  electing  for- 
eign investment  company  under  section  1247  is  excluded  from  the 
definition  of  a  PFIC  (sec.  1296(d)). 

Reasons  for  Change 

Some  of  the  different  anti-deferral  regimes  were  enacted  or  modi- 
fied  at  different  times  and  reflect  historically  different  Congres- 
sional policies.   Different  regimes  provide  different  thresholds 
(either  by  type  of  income  or  asset  at  the  foreign  corporation  level, 
or  of  U.S.  stock  ownership  at  the  shareholder  level)  to  their  appli- 
cation. They  provide  for  different  mechanisms  by  which  U.S.  stock- 
holders  are  denied  the  benefits  of  deferral.  Some  of  the  regimes 
have  features  directed  at  policy  goals  applicable  to  foreign  corpora- 
tions owned  by  U.S.  corporations  (e.g.,  the  allowance  of  indirect  for-  j 
eign  tax  credits);  others  have  features  primarily  directed  at  issues 
applicable  to  foreign  corporations  owned  by  U.S.  individuals  (e.g.,  ! 
the  basis  of  property  acquired  from  a  decedent).  Some  regimes  pre-  I 
serve  the  character  of  the  income  earned  in  the  hands  of  a  foreign 
corporation  while  others  do  not.  Some  provide  for  movement  of  ! 
losses  between  years  of  a  single  foreign  corporation  or  between  jj 
multiple  corporations  while  others  do  not.  While  a  consistent 
theme  of  these  regimes  is  to  provide  current  taxation  for  certain  j 
types  of  interest,  dividend,  rental,  royalty,  and  other  similar 
income,  the  different  regimes  apply  different  criteria  to  these  items  |j 
of  income  to  determine  their  current  inclusion  or  noninclusion.  Dif- 
ferent regimes  have  different  ordering  rules  for  determining  which 
dividends  from  foreign  corporations  subject  to  the  regimes  are  sub- 
ject to  tax  on  repatriation  and  which  are  untaxed  distributions  of 
previously  taxed  income. 

Simply  because  of  the  differences  among  the  various  anti-defer- 
ral regimes,  U.S.  taxpayers  frequently  are  faced  with  the  need  to 
consult  multiple  sets  of  anti-deferral  rules  when  they  hold  stock  in 
a  foreign  corporation. 

Moreover,  the  interactions  of  the  rules  cause  additional  complex- 
ity. There  is  significant  overlap  among  the  several  regimes.  This 
overlap  requires  the  Code  to  provide  specific  rules  of  priority  for 
income  inclusions  among  the  regimes,  as  well  as  additional  coordi-  j 
nation  provisions  pertaining  to  other  operational  differences  among 
the  several  regimes.  The  overlapping  or  multiple  application  of 
anti-deferral  regimes  to  a  single  corporation  can  result  in  signifi- 
cant  additional  complexity  with  little  or  no  ultimate  tax  conse- 
quences. 

Consolidation  of  the  several  anti-deferral  regimes  can  achieve 
two  major  types  of  simplification.  First,  by  reducing  the  number  of 
separate  definitions  of  entities  among  the  anti-deferral  regimes, 
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taxpayers  can  be  spared  the  burden  of  understanding  and  comply- 
ing with  a  multiplicity  of  separate  anti-deferral  regimes  with  sepa- 
rate definitions  and  requirements.  Moreover,  where  the  committee 
believes  that  operating  rules  of  one  current  inclusion  regime  pro- 
vide taxpayers  with  appropriate  income  measurement  rules  not 
contained  in  another  regime  (e.g.,  the  qualified  deficit  rules  present 
in  subpart  F  but  absent  in  the  PFIC  rules),  consolidation  of  the  op- 
erating rules  permits  more  uniform  extension  of  those  benefits  to 
all  taxpayers  subject  to  a  current  inclusion  regime. 

Second,  from  an  operational  perspective,  the  number  of  anti-de- 
ferral regimes  that  can  apply  to  any  one  shareholder  in  a  foreign 
corporation  can  be  reduced  to  one.  As  discussed  above,  the  oper- 
ational differences,  including  the  overlapping  applicability  of  the 
six  present-law  anti-deferral  regimes,  is  a  source  of  complexity. 
Under  a  consolidated  regime,  however,  deferral  can  be  denied  for 
many  corporations  (whether  in  full  or  in  part)  solely  through  the 
provisions  of  subpart  F.  In  the  case  of  a  controlled  foreign  corpora- 
tion, for  example,  being  subject  to  the  rules  for  full  denial  of  defer- 
ral (such  as  the  PFIC  or  foreign  personal  holding  company  provi- 
sions under  present  law)  can,  if  only  a  single  set  of  rules  applies, 
result  in  fewer  additional  compliance  burdens  and  less  administra- 
tive and  operational  complexity. 

Another  source  of  complexity  under  present  law  is  the  need  for 
shareholders  of  controlled  foreign  corporations  to  make  ' "protec- 
tive" current-inclusion  elections  in  order  to  avoid  adverse  future 
consequences  under  the  interest-charge  method  should  the  con- 
trolled foreign  corporation  also  prove  to  be  a  PFIC.  By  replacing 
elective  current-inclusion  treatment  for  PFICs  that  are  also  con- 
trolled foreign  corporations  by  mandatory  current  inclusion 
through  subpart  F  for  passive  foreign  corporations  that  are  also 
controlled  foreign  corporations,  a  consolidated  regime  can  elimi- 
nate both  the  burdens  of  making  protective  elections  and  the  risks 
of  failing  to  do  so. 

The  committee  understands  that  the  interest-charge  method  of 
the  present-law  PFIC  rules  is  a  significant  source  of  complexity 
both  separately  and  in  its  interaction  with  other  provisions  of  the 
Code.  Even  without  eliminating  the  interest-charge  method,  signifi- 
cant simplification  can  be  achieved  by  minimizing  the  number  of 
taxpayers  that  may  be  subject  to  the  method  and  by  making  cer- 
tain modifications  that  may  reduce  the  complexity  engendered  by 
the  interest-charge  method.  Further,  because  some  taxpayers  have 
argued  that  they  would  have  preferred  choosing  the  current-inclu- 
sion method  afforded  by  the  qualified  fund  election,  but  were 
unable  to  do  so  because  they  could  not  obtain  required  corporate- 
level  information,  the  committee  believes  that  the  mark-to-market 
system  provides  a  fair  alternative  method  for  measuring  income 
and  imposing  an  appropriate  level  of  income  tax. 

Explanation  of  Provision 

In  general 

The  bill  replaces  the  separate  anti-deferral  regimes  of  present 
law  with  a  unified  set  of  rules  providing  for  either  partial  or  full 
elimination  of  deferral  depending  on  the  circumstances.  The  bill 
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preserves  the  present-law  approach  under  which  partial  current 
taxation  is  a  function  of  the  type  of  income  earned  by  the  foreign 
corporation  and  a  level  of  U.S.  ownership  in  the  corporation  ex- 
ceeding some  threshold  (as  currently  embodied  in  subpart  F).  The 
bill  also  preserves  the  present-law  approach  under  which  full  cur- 
rent taxation  is  a  function  of  a  type  of  income  or  assets  of  the  cor- 
poration exceeding  some  threshold  (as  currently  embodied  in  sub- 
part F,  the  PFIC  rules,  and  the  foreign  personal  holding  company 
rules).  The  bill  eliminates  regimes  that  are  redundant  or  marginal- 
ly applicable,  and  ensures  that  no  more  than  one  set  of  rules  gener- 
ally will  apply  to  a  shareholder's  interest  in  any  one  corporation  in 
any  one  year. 

Generally,  the  bill  retains  the  subpart  F  rules  as  the  foundation 
of  its  unified  anti-deferral  regime  (with  certain  modifications  de- 
scribed below  and  also  in  item  2.,  following,  describing  sees.  4411- 
4413  of  the  bill).  It  includes  a  modified  version  of  the  PFIC  rules 
while  eliminating  the  other  regimes  as  redundant  to  one  or  the 
other.  The  bill's  unified  anti-deferral  regime  sets  forth  various 
thresholds  for  subjecting  U.S.  persons  to  full  or  partial  inclusions 
of  corporate  income.  In  addition,  where  deferral  is  eliminated  by 
U.S.  shareholder  inclusions  of  foreign  corporate-level  income,  the 
bill  applies  a  single  set  of  rules  (the  subpart  F  rules)  for  basis  ad- 
justments, characterization  of  actual  distributions,  foreign  tax  cred- 
its, and  similar  issues.  As  under  present  law,  the  bill  in  some  cases 
affords  U.S.  persons  owning  stock  in  foreign  corporations  a  choice 
of  technique  for  recognizing  income  from  the  elimination  of  defer- 
ral. However,  in  a  greater  number  of  cases  than  under  present  law, 
the  bill  provides  only  one  method  of  eliminating  deferral. 

Replacement  of  current  law  regimes  for  full  elimination  of  deferral 

The  bill  creates  a  single  definition  of  a  passive  foreign  corpora- 
tion (PFC)  that  will  unify  and  replace  the  foreign  personal  holding 
company  and  PFIC  definitions.  The  rules  applicable  to  PFCs  repre- 
sent a  hybrid  of  characteristics  of  the  foreign  personal  holding  com- 
pany rules,  the  PFIC  rules,  and  the  controlled  foreign  corporation 
rules  (subpart  F),  plus  a  new  mark-to-market  regime,  as  well  as  a 
variety  of  simplifying  or  technical  changes  to  rules  under  the  exist- 
ing systems.  The  following  discussion  explains  the  differences  be- 
tween the  PFIC  provisions  of  present  law  and  the  PFC  provisions 
applicable  under  the  bill. 

A  PFC  is  any  foreign  corporation  if  (1)  60  percent  or  more  of  its 
gross  income  is  passive  income,  (2)  50  percent  or  more  of  its  assets 
(on  average  during  the  year,  measured  by  value)  produce  passive 
income  or  are  held  for  the  production  of  passive  income,  or  (3)  it  is 
registered  under  the  Investment  Company  Act  of  1940  (as  amend- 
ed) either  as  a  management  company  or  as  a  unit  investment 
trust.12  As  under  the  PFIC  rules,  the  foreign  corporation  is  permit- 
ted to  elect  to  measure  its  assets  based  on  their  adjusted  bases 
rather  than  their  value. 


1 2  The  committee  understands  that  a  mutual  insurance  company  can  be  treated  under  the  bill 
and  under  present  law  as  a  passive  foreign  corporation,  notwithstanding  the  fact  that  such  a 
company  does  not  actually  issue  "stock." 
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As  under  present  law,  passive  income  for  this  purpose  is  defined 
in  the  bill  generally  as  any  income  of  a  kind  which  would  be  for- 
eign personal  holding  company  income  as  defined  in  section  954(c), 
subject  to  the  current  law  exceptions  for  banking  and  insurance 
income  and  the  current  look-through  rules  for  certain  payments 
from  related  persons  (current  sec.  1296(b)(2)).13 

The  bill  adds  a  new  exception  to  the  definition  of  passive  income. 
Under  the  bill,  to  the  extent  that  any  asset  is  properly  treated  as 
not  held  for  the  production  of  passive  income  (and  therefore  is 
treated  as  not  a  passive  asset  for  purposes  of  the  asset  test),  all 
income  derived  from  the  asset  is  treated  as  active  income  for  pur- 
poses of  the  income  test.  Ordinarily  the  character  of  an  asset  as 
passive  or  active  depends  on  the  income  generated  by  that  asset. 
However,  as  explained  above,  some  assets  (for  example,  stocks  or 
securities  held  for  sale  to  customers  in  the  ordinary  course  of  busi- 
ness by  a  regular  dealer  in  such  property,  and  properly  identified 
as  inventory  property)  may  be  treated  as  active  even  though  those 
assets  generate,  among  other  things,  passive  income.  It  is  unclear 
whether  this  was  intended  when  the  PFIC  rules  were  enacted.14 

The  bill  establishes  that,  to  the  extent  an  asset  is  properly  treat- 
ed as  active,  all  of  the  income  from  that  asset  is  treated  as  active 
for  purposes  of  the  income  test.  The  bill  is  not  intended  to  change 
the  outcome  of  the  application  of  the  asset  test  under  present  law. 
For  example,  the  committee  does  not  intend  to  limit  the  IRS's  au- 
thority to  prescribe  limits,  as  it  did  in  Notice  88-22,  on  the  cases  in 
which  assets  generating  what  could  be  passive  income  are  treated 
as  active  assets.15  In  addition,  the  committee  intends  that  where 
one  item  of  property  is  properly  viewed  as  two  separate  assets,  a 
portion  of  the  property  can  be  treated  as  a  passive  asset  that  gener- 
ates passive  income  while  another  portion  of  the  same  property  can 
be  treated  as  a  nonpassive  asset  that  generates  nonpassive  income. 
For  example,  assume  that  a  taxpayer  owns  a  six-story  office  build- 
ing, and  occupies  two  floors  for  use  in  its  active  business  while 
renting  out  the  other  four  floors.  Assume  that  the  two  floors  used 
in  the  active  business  are  properly  viewed  as  a  nonpassive  asset, 
while  the  four  leased  floors  are  prop  rly  viewed  as  a  passive  asset. 
The  committee  intends  that  the  rental  income  from  the  four  leased 
floors  in  this  example  be  treated  as  passive  income. 

In  addition,  the  bill  provides  two  clarifications  to  present  law. 
First,  the  bill  clarifies  that,  as  indicated  in  the  legislative  history  of 
the  1988  Act,  the  same-country  exceptions  from  the  definition  of 


1 3  Thus,  the  bill  retains  the  exception  for  income  derived  in  the  active  conduct  of  an  insur- 
ance business  by  a  corporation  which  is  predominar  tly  engaged  in  an  insurance  business  and 
which  would  be  subject  to  tax  under  subchapter  L  i:  it  were  a  domestic  corporation.  The  com- 
mittee intends  that  in  determining  whether  a  corpoiation  is  "predominantly  engaged"  for  this 

i  purpose,  the  Secretary  may  require  a  higher  stand?  rd  or  threshold  than  the  definition  of  an 
insurance  company  under  Treasury  Regulations  secti  i  1.801-3(a). 

14  Active  asset  treatment  of  certain  securities  hi  d  for  sale  to  the  public  is  confirmed  in 
Notice  88-22,  1988-1  C.B.  489,  490,  and  S.  Rep.  No.  1(  (-445,  100th  Cong.,  2d  Sess.  281  (1988).  The 
legislative  history  of  the  1986  Act  further  suggested  i  view  that  all  income  from  such  inventory 
would  be  treated  as  active.  "[Sjecurities  held  for  sale  to  the  public[]  are  assets  that  do  not  give 

I  rise  to  subpart  F  FPHC  income  by  virtue  of  the  dealer  exception  in  sec.  954(c).  ..."  Staff  of  the 
Joint  Committee  on  Taxation,  100th  Cong.,  1st  Sess.,  "General  Explanation  of  the  Tax  Reform 
Act  of  1986,"  at  1025  (1987). 

'  1 5  Under  the  Notice,  for  example,  the  IRS  conditioned  active  asset  treatment  of  securities  in- 
ventories on  compliance  with  an  identification  requirement  and  a  reasonable  needs  require- 
ment. 1988-1  C.B.  at  490. 
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foreign  personal  holding  company  income  in  section  954(c)  do  not 
apply  in  determining  passive  income  for  purposes  of  the  PFIC  defi- 
nition.16 Second,  the  bill  clarifies  that  any  foreign  trade  income  of 
a  foreign  sales  corporation  does  not  constitute  passive  income  for 
purposes  of  the  PFIC  definition  (cf.  sec.  951(e)). 

The  bill  modifies  the  present  law  application  of  the  asset  test  by 
treating  certain  leased  property  as  assets  held  by  the  foreign  corpo- 
ration for  purposes  of  the  PFC  asset  test.  This  rule  applies  to  tangi- 
ble personal  property  with  respect  to  which  the  foreign  corporation 
is  the  lessee  under  a  lease  with  a  term  of  at  least  12  months. 
Under  the  bill,  the  value  of  leased  property  for  purposes  of  apply- 
ing the  asset  test  is  the  lesser  of  the  fair  market  value  of  the  prop- 
erty or  the  unamortized  portion  of  the  present  value  of  the  pay- 
ments under  the  lease.  Regulations  are  to  provide  for  determining 
the  unamortized  portion  of  the  present  value  of  the  payments. 
Present  value  is  to  be  determined,  under  regulations,  as  of  the  be- 
ginning of  the  lease  term,  and,  except  as  provided  in  regulations, 
by  using  a  discount  rate  equal  to  the  applicable  Federal  rate  deter- 
mined under  the  rules  applicable  to  original  discount  instruments 
(sec.  1274(d)),  substituting  under  those  rules  the  term  of  the  lease 
for  the  term  of  the  debt  instrument.  In  applying  those  rules,  op- 
tions to  renew  or  extend  the  lease  are  not  to  be  taken  into  account. 
Also,  the  special  rule  to  be  applied  under  section  1274(d)(2)  in  the 
case  of  a  sale  or  exchange  is  disregarded.  Property  leased  by  a  cor- 
poration is  not  taken  into  account  in  testing  for  PFC  status  under 
the  asset  test  either  if  the  lessor  is  a  related  person  (as  that  term  is 
defined  under  the  foreign  base  company  rules)  with  respect  to  the 
lessee,  or  if  a  principal  purpose  of  leasing  the  property  was  to  avoid 
the  PFC  provisions. 

The  bill  also  modifies  the  present  law  rules  that  provide  an  ex- 
ception from  the  definition  of  a  PFIC  in  the  case  of  a  company 
changing  businesses.  Under  the  bill,  if  a  foreign  corporation  holds 
25  percent  or  more  of  the  stock  of  a  second  corporation  that  quali- 
fies for  the  change-of-business  exception  (current  sec.  1297(b)(3)), 
then  in  applying  the  look-through  rules  (current  sec.  1296(c)),  the 
first  corporation  may  treat  otherwise  passive  assets  or  income  of 
the  second  corporation  as  active.17 

The  bill  generally  retains  those  provisions  of  current  law  the  ap- 
plication of  which  depends  upon  whether  a  foreign  corporation  was 
a  PFIC  for  years  after  1986  (e.g.,  current  sec.  1291(d)),  but  modifies 
these  provisions  to  test  whether  the  foreign  corporation  was  a  PFC 
for  years  after  1986.  As  a  transitional  definition,  the  bill  provides 
that  a  foreign  corporation  that  was  treated  as  a  PFIC  for  any  tax- 
able year  beginning  before  the  introduction  of  the  bill  is  treated  as 
having  been  a  PFC  for  each  such  year. 

The  bill  provides  a  new  election  that  will  allow  certain  passive 
foreign  corporations  to  be  treated  as  domestic  corporations.  A  for- 


16  H.R.  Rep.  No.  100-795,  100th  Cong.,  2d  Sess.  272  (1988);  S.  Rep.  No.  100-445,  100th  Cong.,  2d 
Sess.  285  (1988). 

1 7  The  bill  retains  the  present  law  rules  that  provide  an  exception  from  the  definition  of  a 
PFIC  in  the  case  of  a  start-up  company  (current  sec.  1297(b)(2)).  Under  the  bill,  the  committee 
intends  that  the  start-up  company  exception  be  applied,  where  necessary  to  carry  out  the  pur- 
poses of  the  PFC  rules,  by  treating  as  one  corporation  all  related  foreign  corporations  that 
transferred  assets  to  the  start-up  company. 
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eign  corporation  is  eligible  to  make  this  election  if  (1)  it  would 
qualify  for  treatment  as  a  regulated  investment  company  (RIC) 
under  the  relevant  provisions  of  the  Code  if  it  actually  were  a  do- 
mestic corporation,  (2)  it  meets  such  requirements  as  the  Secretary 
may  prescribe  to  ensure  the  collection  of  taxes  imposed  by  the  In- 
ternal Revenue  Code  on  the  passive  foreign  corporation,  and  (3)  the 
electing  passive  foreign  corporation  waives  all  benefits  which  are 
granted  by  the  United  States  under  any  treaty  (including  treaties 
other  than  tax  treaties)  and  to  which  the  corporation  is  otherwise 
entitled  by  reason  of  being  a  resident  of  another  country.  The  rules 
governing  such  an  election  generally  will  be  similar  to  those  appli- 
cable to  the  election  by  a  foreign  insurance  company  to  be  treated 
as  a  domestic  corporation  under  section  953(d).  The  rules  governing 
the  election  under  the  PFC  rules,  however,  will  not  include  rules 
similar  to  the  special  rules  applicable  under  section  953(d)  for  pre- 
effective-date  earnings  and  profits  (sec.  953(d)(4)(B)). 

The  bill  provides  a  special  rule  regarding  the  application  of  the 
PFC  rules  to  tax-exempt  organizations  that  own  stock  in  passive 
foreign  corporations.  The  PFC  rules,  under  the  bill,  apply  to  any 
stock  held  by  a  tax-exempt  organization  (under  section  501)  in  a 
passive  foreign  corporation  only  to  the  extent  that  a  dividend  on 
that  stock  would  be  taken  into  account  in  determining  the  organi- 
zation's unrelated  business  taxable  income.  To  that  extent,  the  PFC 
rules  apply  with  respect  to  amounts  taken  into  account  in  comput- 
ing unrelated  business  taxable  income  in  the  same  manner  as  if 
the  organization  were  fully  taxable.  Even  if  a  dividend  on  the  PFC 
stock  would  not  be  taken  into  account  in  determining  the  organiza- 
tion's unrelated  business  taxable  income,  however,  the  committee 
intends  that  any  U.S.  corporation  regardless  of  its  tax-exempt 
status  will  be  treated  as  a  U.S.  person  for  purposes  of  determining 
whether  or  not  a  PFC  is  U.S.  controlled. 

Tax  treatment  under  full  elimination  of  deferral 

The  benefits  of  deferral  are  eliminated  with  respect  to  the 
income  of  a  PFC  under  three  alternative  methods:  current  inclu- 
sion, mark-to-market,  or  interest  charge  on  excess  distributions. 

Current  inclusion  method 

Mandatory  current  inclusion. — If  a  passive  foreign  corporation  is 
i  U.S.  controlled,  the  bill  will  subject  every  U.S.  person  owning  (di- 
l  rectly  or  indirectly)  stock  in  the  PFC  to  income  inclusions  under  a 
modified  version  of  the  controlled  foreign  corporation  rules.  If  a 
PFC  is  not  U.S.  controlled,  every  U.S.  person  owning  (directly  or 
indirectly)  25  percent  or  more  of  the  vote  or  value  of  the  stock  of 
the  PFC  will  be  subject  to  the  same  rules.  Under  the  bill,  the 
entire  gross  income  of  the  passive  foreign  corporation  (subject  to 
applicable  deductions)  is  treated  as  foreign  base  company  income, 
and  thus  is  included  (net  of  appropriate  deductions)  on  a  pro  rata 
basis  in  the  income  of  each  U.S.  person  directly  or  indirectly 
owning  stock  in  the  PFC,  under  a  modified  application  of  the  rules 
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of  sections  951  and  961. 18  Actual  distributions  of  earnings  by  such  j 
a  PFC  are  treated  similarly  to  distributions  of  previously  taxed 
income  under  sections  959  and  961.  These  rules  supersede  all  appli- 
cation of  the  present-law  rules  applicable  to  foreign  personal  hold- 
ing companies,  under  which  earnings  are  deemed  distributed  and 
then  contributed  to  the  capital  of  the  foreign  personal  holding  com-  I 
pany. 

In  applying  the  subpart  F  inclusion  rules  to  PFC  inclusions,  the 
bill  applies  the  subpart  F  high-tax  exception  (under  sec.  954(b)(4)) 
only  to  those  shareholders  in  the  PFC  who  are  treated  as  "U.S. 
shareholders"  of  a  controlled  foreign  corporation  under  the  general 
rules  of  subpart  F  (i.e.,  those  who  own,  whether  directly,  indirectly, 
or  constructively,  at  least  10  percent  of  the  voting  power  of  the  con- 
trolled foreign  corporation).  This  limitation  on  the  application  of  \ 
the  controlled  foreign  corporation  rules  preserves  present  law  to 
the  extent  that  no  high-tax  exception  is  available  to  PFICs  that  are 
not  also  controlled  foreign  corporations.  However,  because  the  bill 
repeals  the  foreign  personal  holding  company  provisions  of  the  J 
Code,  the  effect  of  this  high-tax  exception  is  to  increase  the  possi-  | 
bility  for  deferral  in  the  case  of  a  company  that  under  present  law  ji  i 
meets  the  definitions  of  both  a  controlled  foreign  corporation  and  a  j  ( 
foreign  personal  holding  company. 

Also  in  general  conformity  with  present  law,  the  bill  permits  the  j  t 
character  of  the  PFC's  income  as  either  ordinary  income  or  capital  t 
gain  to  be  passed  through  to  those  shareholders  of  the  PFC  who  i  c 
are  not  treated  as  "U.S.  shareholders"  of  a  controlled  foreign  cor- 
poration under  the  general  rules  of  subpart  F  (i.e.,  those  who  do  j  f 
not  own,  whether  directly,  indirectly,  or  constructively,  at  least  10  J  t 
percent  of  the  voting  power  of  the  controlled  foreign  corporation),  t 

In  addition,  the  bill  modifies  the  application  of  subpart  F  to  PFCs  j  6 
by  including  foreign  base  company  income  of  a  PFC  in  the  income  p 
of  U.S.  persons  without  regard  to  otherwise  applicable  reductions  j  ji 
pursuant  to  the  export  trade  corporation  rules  (sees.  970  and  971).  n 
This  modification  to  the  application  of  the  controlled  foreign  corpo- 
ration rules  preserves  present  law  in  that  the  PFIC  provisions  j 
apply  in  full  force  to  export  trade  corporations. 

A  passive  foreign  corporation  is  treated  under  the  bill  as  U.S.  \  I 
controlled  for  this  purpose  either  if  it  would  be  treated  as  a  con- 
trolled foreign  corporation  under  the  rules  of  subpart  F,  or  if,  at  1  t1 
any  time  during  the  taxable  year,  more  than  50  percent  of  the  vote  1  R 
or  value  of  the  corporation's  stock  was  owned  directly  or  indirectly  f  n 
by  five  or  fewer  U.S.  persons  (including  but  not  limited  to  individ-  1  a 
uals,  and  including  all  U.S.  citizens  regardless  of  their  residence).  J  a 
Indirect  stock  ownership  under  the  bill  generally  refers  to  stock  t  ti 
ownership  through  foreign  entities  within  the  meaning  of  section  i  li 
958(a)(2).  In  addition,  for  the  purpose  of  determining  whether  a  for- 
eign corporation  is  U.S.  controlled  by  virtue  of  the  ownership  of  !i  a 
more  than  50  percent  of  its  stock  by  five  or  fewer  U.S.  persons,  the  a 
constructive  ownership  principles  of  the  present-law  foreign  per-  P  f 
sonal  holding  company  rules  generally  apply.  In  the  case  of  pass-  3  a 

6  Si 
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1 8  The  treatment  of  PFC  income  as  foreign  base  company  income  for  purposes  of  subpart  F  is  5  ;l 

not  intended  to  affect  the  application  of  look-through  treatment  of  that  income  for  purposes  of  !  IS 

the  foreign  tax  credit  limitation. 
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through  entities  such  as  partnerships,  S  corporations,  estates,  and 
trusts,  the  constructive  ownership  principles  of  the  present-law  for- 
eign personal  holding  company  rules  apply  except  as  provided  in 
regulations.  The  committee  contemplates  that  regulations  may 
modify  the  constructive  ownership  rules,  for  example,  in  the  case 
of  a  trust  in  which  the  beneficial  interests  may  be  contingent,  sub- 
ject to  determination  or  adjustment  within  the  discretion  of  the 
trustee,  or  otherwise  variable  or  indeterminate. 

Elective  current  inclusion. — A  U.S.  person  not  subject  to  the 
above  mandatory  current  inclusion  rules — that  is,  a  U.S.  person 
owning  less  than  25  percent  of  the  stock  in  a  PFC  that  is  not  U.S. 
controlled — may  elect  application  of  those  rules.  As  under  current 
law,  the  PFC  is  characterized  as  a  "qualified  electing  fund"  with 
respect  to  such  a  U.S.  person.  In  the  application  of  the  elective  cur- 
rent-inclusion rules,  the  passive  foreign  corporation  is  treated  as  a 
controlled  foreign  corporation  with  respect  to  the  taxpayer,  and  the 
taxpayer  is  treated  as  a  U.S.  shareholder  of  the  corporation.  For 
foreign  tax  credit  purposes,  amounts  included  in  the  taxpayer's 
gross  income  under  this  modified  application  of  the  controlled  for- 
eign corporation  rules  are  treated  as  dividends  received  from  a  for- 
eign corporation  which  is  not  a  controlled  foreign  corporation. 
Thus,  an  amount  would  be  treated  as  a  dividend  from  a  noncon- 
trolled  section  902  corporation,  or  as  passive  income,  depending  on 
the  shareholder's  percentage  ownership  and  status  as  an  individual 
or  a  corporation. 

The  application  and  operation  of  the  shareholder-level  election 
for  treatment  as  a  qualified  electing  fund  generally  are  the  same  as 
under  the  present-law  PFIC  rules.  The  committee  intends  that,  in 
the  case  of  PFC  stock  owned  through  a  foreign  partnership,  a  part- 
ner-level election  for  treatment  as  a  qualified  electing  fund  will  be 
permitted  (except  in  the  case  of  a  foreign  partnership  that  is  sub- 
ject to  the  simplified  reporting  rules  available  to  certain  large  part- 
nerships under  subtitle  C  of  the  bill's  simplification  provisions). 

Mark-to-market  method 

Less-than-25-percent  shareholders  of  passive  foreign  corporations 
that  are  not  U.S.-controlled,  and  who  do  not  elect  current  inclusion 
("nonelecting  shareholders"),  are  subject  under  the  bill  to  one  of 
two  methods  for  taxing  the  economic  equivalent  of  the  PFC's  cur- 
rent income:  the  mark-to-market  method  or  the  interest-charge 
method.  The  mark-to-market  method  does  not  apply  to  the  stock  of 
1  a  U.S.  person  in  any  PFC  that  is  U.S.  controlled  (as  discussed 
1  above),  to  the  stock  of  a  person  choosing  qualified  electing  fund 
treatment,  or  to  stock  of  a  U.S.  person  who  is  a  25-percent  share- 
holder (as  defined  above). 

Under  the  bill,  nonelecting  shareholders  of  a  PFC  with  market- 
able stock  are  required  to  mark  their  PFC  shares  to  market  annu- 
ally. Under  the  mark-to-market  method,  the  U.S.  person  is  re- 
quired to  include  in  gross  income  each  taxable  year  an  amount 
equal  to  the  excess  (if  any)  of  the  fair  market  value  of  the  PFC 
I  stock  as  of  the  close  of  the  taxable  year  over  the  adjusted  basis  of 
the  stock.  In  the  event  the  adjusted  basis  of  the  stock  exceeds  its 
fair  market  value,  the  U.S.  person  is  allowed  a  deduction  for  the 
taxable  year  equal  to  the  lesser  of  the  amount  of  the  excess  or  the 
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"unreversed  inclusions"  with  respect  to  the  stock.  The  bill  defines 
the  term  "unreversed  inclusions"  to  mean,  with  respect  to  any 
stock  in  a  passive  foreign  corporation,  the  excess  (if  any)  of  the 
total  amount  of  mark-to-market  gains  with  respect  to  the  stock  in- 
cluded by  the  taxpayer  for  prior  taxable  years,  over  the  amount  of 
mark-to-market  losses  with  respect  to  such  stock  that  were  allowed 
as  deductions  for  prior  taxable  years. 

The  adjusted  basis  of  stock  in  a  passive  foreign  corporation  is  in- 
creased  by  the  amount  of  mark-to-market  gain  included  in  gross 
income,  and  is  decreased  by  the  amount  of  mark-to-market  losses 
allowed  as  deductions  with  respect  to  such  stock.  In  the  case  of  j 
stock  owned  indirectly  by  the  U.S.  person,  such  as  through  a  for- 
eign partnership,  foreign  estate  or  foreign  trust  (as  discussed 
below),  the  basis  adjustments  for  mark-to-market  gains  and  losses 
apply  to  the  basis  of  the  PFC  stock  in  the  hands  of  the  interme- 
diary owner,  but  only  for  purposes  of  the  subsequent  application  of 
the  PFC  rules  to  the  tax  treatment  of  the  indirect  U.S.  owner.  In 
addition,  similar  basis  adjustments  are  made  to  the  adjusted  basis  ! 
of  the  property  actually  held  by  the  U.S.  person  by  reason  of  which 
the  U.S.  person  is  treated  as  owning  PFC  stock. 

All  amounts  of  mark-to-market  gain  on  PFC  stock,  as  well  as  !  ' 
gain  on  the  actual  sale  or  distribution  of  PFC  stock,  are  treated  as  | 
ordinary  income.  Similarly,  ordinary  loss  treatment  applies  to  the 
deductible  portion  of  any  mark-to-market  loss  on  PFC  stock,  as  i 
well  as  to  any  loss  realized  on  the  actual  sale  or  other  disposition  i 
of  PFC  stock  to  the  extent  that  the  amount  of  such  loss  does  not  I 
exceed  the  unreversed  inclusions  with  respect  to  that  stock.  These  j 
loss  deductions  are  treated  as  deductions  allowable  in  computing  £ 
adjusted  gross  income. 

The  source  of  any  amount  of  mark-to-market  gain  on  PFC  stock  t 
is  determined  in  the  same  manner  as  if  the  amount  of  income  were  j  \ 
actual  gain  from  the  sale  of  stock  in  the  passive  foreign  corpora-  j  i 
tion.  Similarly,  the  source  of  any  amount  allowed  as  a  deduction  i 
for  mark-to-market  loss  on  PFIC  stock  is  determined  in  the  same  j  t 
manner  as  if  that  amount  were  an  actual  loss  incurred  on  the  sale  t 
of  stock  in  the  passive  foreign  corporation. 

Definition  of  "marketable  stock." — The  mark-to-market  method  o 
under  the  bill  only  applies  to  passive  foreign  corporations  the  stock  I  | 
of  which  is  "marketable."  PFC  stock  is  treated  as  marketable  if  it  j  j 
is  regularly  traded  on  a  qualified  exchange,  whether  inside  or  out-  f 
side  the  United  States.  An  exchange  qualifies  for  this  treatment  if  r 
it  is  a  national  securities  exchange  which  is  registered  with  the  Se-  j  o 
curities  and  Exchange  Commission  or  the  national  market  system  8 
established  pursuant  to  section  11 A  of  the  Securities  and  Exchange 
Act  of  1934,  or  if  the  Secretary  is  satisfied  that  the  requirements  1  b 
for  trading  on  that  exchange  ensure  that  the  market  price  on  that  j  : 
exchange  represents  a  legitimate  and  sound  fair  market  value  for  |  ? 
the  stock.  The  committee  intends  that  the  Secretary  may  adopt  a 
definition  of  the  term  "regularly  traded"  that  differs  from  defini-  j 
tions  provided  for  other  purposes  under  the  Code.  Further,  the  f 
committee  intends  that  the  Secretary  not  be  bound  by  definitions  i  i 
applied  for  purposes  of  enforcing  other  laws,  including  Federal  se- 
curities laws.  Similarly,  in  identifying  qualified  foreign  exchanges 
for  these  purposes,  the  committee  intends  that  the  Secretary  not  be 
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required  to  include  exchanges  that  satisfy  standards  established 
under  Federal  securities  laws  and  regulations.  PFC  stock  is  also 
treated  as  marketable,  to  the  extent  provided  in  Treasury  regula- 
tions, if  the  PFC  continuously  offers  for  sale  or  has  outstanding 
any  stock  (of  which  it  is  the  issuer)  that  is  redeemable  at  its  net 
asset  value  in  a  manner  comparable  to  a  U.S.  regulated  investment 
company  (RIC). 

In  addition,  the  bill  treats  as  marketable  any  stock  in  a  passive 
foreign  corporation  that  is  owned  by  a  RIC  that  continuously  offers 
for  sale  or  has  outstanding  any  stock  (of  which  it  is  the  issuer)  that 
is  redeemable  at  its  net  asset  value.  The  committee  believes  that 
the  RIC's  determination  of  PFC  stock  value  for  this  non-tax  pur- 
pose would  ensure  a  sufficiently  accurate  determination  of  the  fair 
market  value  of  PFC  stock  owned  by  the  RIC.  The  bill  also  treats 
as  marketable  any  stock  in  a  passive  foreign  corporation  that  is 
held  by  any  other  RIC,  except  to  the  extent  provided  in  regula- 
tions. The  committee  believes  that  even  for  RICs  that  do  not  make 
a  market  in  their  own  stock,  but  that  do  regularly  report  their  net 
asset  values  in  compliance  with  the  securities  laws,  inaccurate 
valuations  may  bring  exposure  to  legal  liabilities,  and  this  expo- 
sure may  ensure  the  reliability  of  the  values  such  RICs  assign  to 
the  stock  they  hold  in  PFCs.  However,  the  committee  intends  that 
Treasury  regulations  will  disallow  mark-to-market  treatment  for 
nonmarketable  stock  held  by  any  RIC  that  is  not  required  to  per- 
form such  a  net  asset  valuation  at  the  close  of  each  taxable  year, 
that  does  not  publish  such  a  valuation,  or  that  otherwise  does  not 
provide  what  the  Secretary  regards  as  sufficient  indicia  of  the  reli- 
ability of  its  valuations  under  the  relevant  circumstances. 

Coordination  with  RIC  rules. — The  bill  coordinates  the  applica- 
tion of  the  mark-to-market  method  with  the  tax  rules  generally  ap- 
plicable to  RICs.  The  bill  treats  mark-to-market  gain  on  PFC  stock 
as  a  dividend  for  purposes  of  both  the  90-percent  investment 
income  test  of  section  851(b)(2)  and  the  30-percent  short-short  limi- 
tation of  section  851(b)(3).  In  addition,  the  bill  permits  RICs  to  de- 
termine their  mark-to-market  gain  using  a  fiscal  year  ending  on 
October  31  of  each  year,  solely  for  purposes  of  determining  their 
ordinary  income  for  purposes  of  the  excise  tax  on  the  undistributed 
income  of  regulated  investment  companies  (sec.  4982).  Reductions 
in  value  of  the  PFC  stock  between  October  31  and  the  end  of  the 
RIC's  normal  taxable  year  are  treated,  to  the  extent  provided  in 
regulations,  as  occurring  in  the  following  taxable  year  for  purposes 
of  computing  the  RIC's  investment  company  taxable  income  (sec. 
852(b))  and  the  RIC's  earnings  and  profits  (sec.  852(c)).19 
Marketable  stock  not  directly  owned  by  a  U.S.  person. — In  the 
|   case  of  a  controlled  foreign  corporation  (including  a  passive  foreign 
;   corporation  that  is  treated  under  the  bill  as  a  controlled  foreign 
■   corporation)  that  owns  or  is  treated  as  owning  stock  in  a  passive 
j   foreign  corporation,  the  mark-to-market  method  generally  is  ap- 
-   plied  as  if  the  controlled  foreign  corporation  were  a  U.S.  person. 
:   For  purposes  of  the  application  of  subpart  F  to  the  controlled  for- 
eign corporation,  mark-to-market  gains  are  treated  as  if  they  were 


:  19  Similar  rules  apply  under  present  law  for  currency  gains  of  RICs  (sees.  4982(e)(5),  852(bHS». 
t    and  852<cX2)). 
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foreign  personal  holding  company  income  of  the  character  of  divi- 
dends, interest,  royalties,  rents  or  annuities,  and  allowable  deduc- 
tions for  mark-to-market  losses  are  treated  as  deductions  allocable 
to  that  category  of  foreign  personal  holding  company  income.  The 
source  of  such  income  or  loss,  however,  is  determined  by  reference 
to  the  actual  (foreign)  residence  of  the  controlled  foreign  corpora- 
tion. 

For  purposes  of  the  mark-to-market  method,  any  stock  in  a  pas- 
sive foreign  corporation  that  is  owned,  directly  or  indirectly,  by  or 
for  a  foreign  partnership  or  foreign  trust  or  foreign  estate  is  treat- 
ed as  if  it  were  owned  proportionately  by  its  partners  or  benefici- 
aries, except  as  provided  in  regulations.20  Stock  in  a  passive  for- 
eign corporation  that  is  thus  treated  as  owned  by  a  person  is  treat- 
ed as  actually  owned  by  that  person  for  the  purpose  of  applying  the 
constructive  ownership  rule  at  another  level.  In  the  case  of  a  U.S. 
person  who  is  treated  as  owning  stock  in  a  passive  foreign  corpora- 
tion by  application  of  this  constructive  ownership  rule,  any  disposi- 
tion by  the  U.S.  person  or  by  any  other  person  that  results  in  the 
U.S.  person  being  treated  as  no  longer  owning  the  stock  in  the  pas- 
sive foreign  corporation,  as  well  as  any  disposition  by  the  person 
actually  owning  the  stock  of  the  passive  foreign  corporation,  is 
treated  under  the  bill  as  a  disposition  by  the  U.S.  person  of  stock  in 
the  passive  foreign  corporation. 

Transition  to  mark-to-market. — The  bill  provides  certain  transi- 
tion rules  for  PFC  stock  that  becomes  subject  to  the  mark-to- 
market  method — that  is,  generally,  marketable  PFC  stock  with  re- 
spect to  which  current  inclusion  rules  do  not  apply.  One  method 
applies  in  general,  another  applies  to  PFC  stock  held  by  regulated 
investment  companies,  and  a  third  method  applies  to  PFC  stock 
held  by  individuals  who  become  subject  to  U.S.  tax  jurisdiction  as 
the  result  of  a  change  in  residence  or  citizenship. 

(1)  The  general  rule  applies  in  the  case  of  marketable  stock  in  a 
PFC  that  is  held  by  the  shareholder  on  the  effective  date  of  the 
bill,  where  the  PFC  was  also  a  PFIC  under  present  law  but  was  not 
a  qualified  electing  fund  with  respect  to  the  shareholder  for  all 
post-1986  years  in  the  taxpayer's  holding  period.  Under  this  gener- 
al rule,  tax  is  imposed  under  the  bill's  mark-to-market  rule  on  the 
amount  of  mark-to-market  gain  representing  the  stock's  apprecia- 
tion (if  any)  in  the  first  post-effective  date  year.  In  addition,  if  the 
stock  has  not  depreciated  in  the  first  post-effective  date  year,  tax 
may  be  imposed  on  the  full  amount  of  mark-to-market  gain  repre- 
senting the  stock's  appreciation  prior  to  the  effective  date,  as  if  the 
stock  had  been  sold  at  the  end  of  the  last  pre-effective-date  year 
and  taxed  subject  to  present  law's  interest-charge  method. 

If  on  the  other  hand  the  stock  has  not  appreciated  during  the 
first  post-effective  date  year,  tax  is  imposed  only  on  the  amount  of 
the  net  mark-to-market  gain  representing  the  stock's  appreciation 
between  the  beginning  of  the  taxpayer's  holding  period  and  the  last 
day  of  the  first  post-effective  date  year.  In  either  case,  the  differ- 
ence between  the  fair  market  value  of  the  PFC  stock  at  the  close  of 


20  For  this  purpose,  the  committee  intends  that  proportionate  ownership  will  take  into  ac- 
count any  special  or  discretionary  allocations  of  the  distributions  or  gains  with  respect  to  stock 
in  the  passive  foreign  corporation. 


the  first  taxable  year  under  the  bill  and  the  shareholder's  adjusted 
basis  in  the  PFC  stock,  less  the  amount  of  that  difference  (if  any) 

I  that  represents  appreciation  during  that  first  taxable  year,  is  treat- 
ed pursuant  to  the  interest-charge  method  as  having  accrued  rat- 
ably over  the  shareholder's  holding  period  (ending  prior  to  that 
first  taxable  year)  in  the  stock  of  the  PFC. 

Both  the  amount  of  pre-effective-date  appreciation  included  in 
gross  income  (in  this  case,  generally  the  portion  of  appreciation 
treated  as  having  accrued  before  1987),  and  the  amount  excluded 
from  gross  income  (but  subject  to  the  "deferred  tax  amount"  under 
the  interest-charge  method)  are  treated  as  an  unreversed  inclusion 
for  purposes  of  the  application  of  the  mark-to-market  method  in 

|l|  future  years. 

In  addition,  the  bill  provides  an  election  to  defer  the  payment  of 
tax  (similar  to  the  election  for  qualified  electing  funds  to  defer  the 
payment  of  tax  under  present  law's  section  1294)  imposed  as  a 
result  of  the  recognition  of  the  pre-effective-date  gain.  Under  the 
bill,  this  election  is  treated  as  terminated  to  the  extent  a  future 
mark-to-market  loss  deduction  is  allocable  to  the  unreversed  inclu- 
sion for  pre-effective-date  appreciation.  This  election  is  also  termi- 
nated to  the  extent  of  any  distribution  received  by  the  shareholder 
that  would  be  an  excess  distribution  under  the  interest-charge 
rules  if  those  rules  applied  to  the  stock.  In  either  case,  the  bill  con- 
templates that  regulations  will  provide  rules  for  determining  the 
appropriate  proportion  of  the  deferred  tax  for  which  the  extension 
will  terminate.  As  under  present  law,  any  direct  or  indirect  loan  by 
the  PFC  to  the  shareholder  is  treated  as  a  distribution  for  purposes 
\  of  determining  the  extent  to  which  the  extension  remains  in  effect. 
Also,  the  extension  generally  is  terminated  upon  disposition  of  the 
PFC  stock.  To  the  extent  provided  in  regulations,  however,  a  dispo- 
sition of  PFC  stock  in  a  nonrecognition  transaction  does  not  termi- 
nate the  extension;  rather,  the  person  acquiring  the  PFC  stock  suc- 
ceeds to  the  transferor's  treatment  of  the  PFC  stock  under  the 
mark-to-market  rules, 
j  (2)  Regulated  investment  companies  are  subject  to  a  special  tran- 
i  sition  rule  for  the  PFC  stock  they  hold  on  the  bill's  effective  date. 
Instead  of  applying  the  interest-charge  method  to  the  amount  of 
pre-effective-date  appreciation,  RICs  include  the  full  amount  of  pre- 
l  effective-date  appreciation  under  the  mark-to-market  method,  and 
1  pay  a  separate  nondeductible  interest  charge.  No  election  to  defer 
the  payment  of  tax  is  available. 

(3)  In  the  case  of  a  shareholder  of  a  PFC  with  marketable  stock 
who  becomes  subject  to  the  tax  jurisdiction  of  the  United  States  as 
a  result  of  a  change  in  residence  or  citizenship,  no  U.S.  tax  applies 
(  under  the  mark-to-market  method  or  under  the  interest-charge 
!  method  to  the  appreciation  of  the  stock's  value  prior  to  the  time 
j  that  the  shareholder  becomes  subject  to  the  tax  jurisdiction  of  the 
I  United  States.  The  bill  implements  this  rule  by  treating  the  great- 
[  er  of  (i)  the  fair  market  value  of  the  PFC  stock  at  the  time  that  the 
!  shareholder  enters  U.S.  tax  jurisdiction,  or  (ii)  the  shareholder's 
i  basis  in  the  PFC  stock,  as  the  shareholder's  basis  in  the  PFC  stock 
solely  for  purposes  of  the  mark-to-market  method. 

56-851  0-92-7 
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Interest-charge  method 

Nonelecting  shareholders  2 1  of  a  PFC  with  stock  that  is  not  mar- 
ketable are  subject  to  the  interest-charge  method,  based  on  the 
PFIC  interest-charge  method  that  is  currently  provided  in  Code 
section  1291,  with  certain  modifications. 

First,  although  allowable  foreign  tax  credits  may  reduce  a  U.S. 
person's  net  U.S.  tax  liability  on  an  excess  distribution,  the  interest 
charge  computed  on  that  excess  distribution  is  computed,  under  the 
bill,  without  regard  to  reductions  in  net  U.S.  tax  liability  on  ac- 
count of  direct  foreign  tax  credits. 

The  PFIC  provisions  of  present  law,  to  the  extent  provided  in 
regulations,  impose  recognition  of  gain  in  the  case  of  a  transfer  of 
interest-charge  PFIC  stock  in  a  transaction  that  would  otherwise 
qualify  for  the  nonrecognition  provisions  of  the  Code.  The  bill  im- 
poses that  result  as  a  general  rule,  except  as  otherwise  provided  in 
Treasury  regulations.  As  noted  above,  under  proposed  Treasury 
regulations  nonrecognition  provisions  may  apply  to  the  gain,  but 
only  to  the  extent  that  the  transferee  will  be  subject  to  the  inter- 
est-charge method  on  a  subsequent  distribution  by  the  PFC  or  dis- 
position of  the  PFC  stock. 

In  addition,  the  bill  requires  that  proper  adjustment  be  made  to 
the  basis  of  property,  held  by  the  U.S.  person,  through  which  the 
U.S.  person  is  treated  as  owning  stock  in  the  passive  foreign  corpo- 
ration. 

The  PFIC  provisions  of  present  law  apply  rules  for  the  attribu- 
tion of  ownership  of  PFIC  stock  to  U.S.  persons,  including  a  rule 
that  attributes  PFIC  stock  owned  by  a  corporation  to  any  person 
who  owns,  directly  or  indirectly,  50  percent  or  more  of  the  value  of 
the  stock  of  the  corporation.  Under  the  bill,  the  50-percent  thresh- 
old applies  not  only  to  stock  owned  directly  or  indirectly,  but  also 
to  stock  treated  as  owned  by  application  of  the  family  attribution 
rules  of  the  personal  holding  company  provisions  (sec.  544  (c)(2)). 

The  PFIC  provisions  of  present  law  provide  special  rules  for  the 
application  of  the  interest-charge  method  in  the  case  of  PFIC  stock 
held  by  an  U.S.  person  through  an  intermediary  entity.  These  rules 
describe  the  dispositions  that  are  treated  as  dispositions  of  PFIC 
stock  by  the  U.S.  person,  and  include  rules  to  eliminate  the  possi- 
bility of  double  taxation  (sec.  1297(b)(5)).  The  bill  clarifies  that, 
under  regulations,  these  rules  apply  to  any  transaction  that  results 
in  the  U.S.  person  being  treated  as  no  longer  owning  the  PFC 
stock,  as  well  as  any  disposition  of  the  PFC  stock  by  the  entity  ac- 
tually owning  the  PFC  stock.  These  rules  apply  regardless  of 
whether  the  transaction  involves  a  disposition  of  the  PFC  stock, 
and  regardless  of  whether  the  parties  to  the  transaction  include 
the  U.S.  person,  the  entity  actually  owning  the  PFC  stock,  or  some 
other  entity.  For  example,  these  rules  apply  to  the  issuance  of  addi- 
tional stock  by  an  intermediary  corporation  to  an  unrelated  party 
in  a  case  where,  by  increasing  the  total  outstanding  stock  of  the 
intermediary  corporation,  the  transaction  causes  the  U.S.  person  to 
fall  below  the  ownership  threshold  for  indirect  ownership  of  the 


2 1  All  citizens  (and  residents)  of  the  United  States  are  included,  irrespective  of  residence  in  a 
U.S.  commonwealth  or  possession. 
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PFC  stock.  The  bill  also  clarifies  that  an  income  inclusion  under 
the  interest-charge  method  takes  precedence  over  an  income  inclu- 
sion under  subpart  F  resulting  from  the  same  disposition.  The 
second  clarification  ensures  that  the  interest  charge  is  imposed 
without  regard  to  the  structure  of  the  transaction. 

Under  the  bill,  the  interest-charge  method  applies  to  any  stock  in 
a  passive  foreign  corporation  unless  either  the  stock  is  marketable 
(and  therefore  the  mark-to-market  method  applies)  as  of  the  time 
of  the  distribution  or  disposition  involved,  or  the  stock  in  the  pas- 
sive foreign  corporation  was  subject  to  the  current  inclusion 
i  method  (under  the  bill  or  under  prior  law)  for  each  taxable  year 
beginning  after  December  31,  1986  which  includes  any  portion  of 
the  taxpayer's  holding  period  in  the  PFC  stock.  In  the  event  that 
PFC  stock,  not  subject  to  the  current  inclusion  method,  becomes 
marketable  during  the  taxpayer's  holding  period,  the  interest- 
charge  method  applies  to  any  distributions  and  dispositions  during 
the  year  in  which  the  stock  becomes  marketable,  as  well  as  to  the 
mark-to-market  gain  (if  any)  as  of  the  close  of  that  year.  In  the 
event  that  PFC  stock  was  initially  marketable,  and  later  becomes 
!  unmarketable  and  subject  to  the  interest-charge  method,  the  tax- 
payer's holding  period  in  the  PFC  stock  for  purposes  of  the  inter- 
est-charge method  is  treated  as  beginning  on  the  first  day  of  the 
first  taxable  year  beginning  after  the  last  taxable  year  for  which 
the  mark-to-market  method  applies  to  the  taxpayer's  stock  in  the 


Under  the  bill,  as  under  the  present-law  PFIC  rules,  stock  in  a 
foreign  corporation  generally  is  treated  as  PFC  stock  if,  at  any 
time  during  the  taxpayer's  holding  period  of  that  stock,  the  foreign 
corporation  (or  any  predecessor)  is  a  passive  foreign  corporation 
subject  to  the  interest-charge  method  (current  sec.  1297(b)(1)).  (This 
rule  is  sometimes  referred  to  as  the  "once-a-PFIC-always-a-PFIC" 
rule.)  Under  present  law  this  rule  generally  does  not  affect  a  tax- 
payer holding  stock  in  a  foreign  corporation  if  at  all  times  during 
the  holding  period  of  the  taxpayer  with  respect  to  the  stock  when 
the  foreign  corporation  (or  any  predecessor)  is  a  PFIC,  qualified 
electing  fund  treatment  applies  with  respect  to  the  taxpayer, 
i  Under  the  bill,  the  similar  once-a-PFC-always-a-PFC  rule  does  not 
;  apply  if  during  the  taxpayer's  entire  holding  period  with  respect  to 
the  stock  when  the  foreign  corporation  (or  any  predecessor)  is  a 
I  PFC,  either  (a)  mark-to-market  treatment  applies,  (b)  mandatory 
j  current  inclusion  of  income  applies  (either  because  the  corporation 
j  is  U.S.  controlled  or  because  the  taxpayer  is  a  25-percent  share- 
holder), or  (c)  elective  current  inclusion  of  income  applies.22  Thus, 
for  example,  a  shareholder  of  a  controlled  foreign  corporation  is 
subject  to  current  inclusion  with  respect  to  all  the  corporation's 
i  income  in  any  year  for  which  the  corporation  is  a  PFC,  but  is  sub- 
j  ject  to  current  inclusion  only  to  the  extent  provided  under  subpart 


I  22  In  the  case  of  a  PFC  that  was  a  PFIC  prior  to  the  effective  date  of  the  bill,  even  if  the  PFC 
is  subject  to  either  mark-to-market  treatment  or  mandatory  current  inclusion,  the  once-a-PFC- 
\  always-a-PFC  rule  applies  unless  the  PFIC  was  subject  to  elective  current  inclusion  for  the 
j  entire  portion  of  the  taxpayer's  holding  period  prior  to  the  effective  date  of  the  bill.  In  the  case 
I  of  a  PFC  that  was  not  a  PFIC  prior  to  the  effective  date  of  the  bill,  the  application  of  the  once-a- 
PFC-always-a-PFC  rule  is  determined  without  regard  to  the  portion  of  the  taxpayer's  holding 
;  period  prior  to  the  effective  date  of  the  bill. 


PFC. 
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F  in  any  year  for  which  the  controlled  foreign  corporation  is  not  a 
PFC. 

The  bill  also  provides  for  full  basis  adjustment  for  partnerships 
and  S  corporations  that  own  stock  in  a  passive  foreign  corporation 
subject  to  the  interest-charge  method.  Although  tax  is  imposed  on 
a  distribution  or  disposition  under  the  interest-charge  method  with- 
out including  the  distribution  or  disposition  in  gross  income,  thus 
precluding  the  natural  basis  adjustments  for  amounts  included  in 
gross  income,  the  bill  grants  regulatory  authority  for  appropriate 
basis  adjustments  to  partnerships  and  S  corporations  based  on  the 
amount  of  income  subject  to  tax  under  the  interest-charge  method 
and  thereby  excluded  from  gross  income. 

The  bill  includes  a  broad  grant  of  regulatory  authority,  as  does 
the  present-law  PFIC  statute.  In  addition,  the  bill  specifies  that 
necessary  or  appropriate  regulations  under  the  PFC  rules  may  in- 
clude regulations  providing  that  gross  income  should  be  deter- 
mined without  regard  to  the  operation  of  the  interest-charge 
method  for  such  purposes  as  may  be  specified  in  the  regulations. 
Such  regulations  may  relieve  pressure  on  many  aspects  of  the  Code 
that  result  from  the  operation  of  the  interest-charge  method  other 
than  through  gross  income.  In  addition,  the  bill  specifies  that  nec- 
essary or  appropriate  PFC  regulations  may  include  regulations 
dealing  with  changes  in  residence  status  or  citizenship  by  share- 
holders in  passive  foreign  corporations  (e.g.,  a  resident  alien  becom- 
ing a  nonresident,  or  a  nonresident  U.S.  citizen  renouncing  U.S. 
citizenship).  The  committee  intends  that  no  inference  be  drawn 
from  this  explicit  regulatory  authority  as  to  the  Secretary's  author- 
ity to  issue  similar  regulations  under  the  authority  of  the  PFIC 
provisions  of  present  law. 

Modification  or  repeal  of  other  antideferral  regimes 

While  the  bill  includes  in  the  passive  foreign  corporation  rules 
most  of  the  provisions  that  it  preserves  from  the  present-law  PFIC, 
foreign  personal  holding  company,  and  foreign  investment  compa- 
ny regimes,  the  bill  modifies  subpart  F  in  one  respect  to  reflect  a 
present-law  provision  of  the  foreign  personal  holding  company 
rules  (sec.  553(a)(5)).  The  bill  treats  as  foreign  personal  holding 
company  income  for  subpart  F  purposes  an  amount  received  under 
a  personal  service  contract  if  a  person  other  than  the  corporation 
has  the  right  to  designate  (by  name  or  by  description)  the  individ- 
ual who  is  to  perform  the  services,  or  if  the  individual  who  is  to 
perform  the  services  is  designated  (by  name  or  by  description)  in 
the  contract.  The  bill  similarly  treats  as  foreign  personal  holding 
company  income  for  subpart  F  purposes  any  amount  received  from 
the  sale  or  distribution  or  disposition  of  such  a  contract.  This  rule 
applies  only  if  at  some  time  during  the  taxable  year  25  percent  or 
more  of  the  value  of  the  corporation's  stock  is  owned  (directly,  indi- 
rectly, or  constructively)  by  or  for  the  individual  who  may  be  desig- 
nated to  perform  the  services.23  Income  from  such  personal  service 
contracts  is  not,  however,  treated  as  passive  for  foreign  tax  credit 
purposes. 


23  This  rule  was  included  in  the  definition  of  foreign  personal  holding  company  income  for 
purposes  of  subpart  F  prior  to  the  amendments  included  in  the  1986  Act. 
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The  bill  repeals  the  foreign  personal  holding  company  provisions, 
the  PFIC  provisions  (except  as  modified  and  preserved  as  the  pas- 
sive foreign  corporation  provisions),  and  the  foreign  investment 
company  provisions.  The  bill  also  excludes  all  foreign  corporations 
from  the  application  of  the  accumulated  earnings  tax  and  the  per- 
sonal holding  company  tax.  The  committee  understands  that  the 
purposes  of  all  the  anti-deferral  regimes  are  adequately  served  by 
the  passive  foreign  corporation  provisions  as  set  forth  in  the  bill,  in 
conjunction  with  the  controlled  foreign  corporation  provisions  as 
modified  by  the  bill. 

In  addition,  the  bill  denies  installment  sales  treatment  for  any 
installment  obligation  arising  out  of  a  sale  of  stock  in  a  passive  for- 
eign corporation  that  is  subject  to  the  interest-charge  regime. 

As  a  conforming  amendment  to  the  special  rules  applicable  to 
RICs  holding  PFC  stock,  the  bill  confirms  that  the  income  of  a  RIC 
from  either  a  controlled  foreign  corporation  or  a  PFC,  which 
income  is  derived  from  the  active  conduct  of  the  business  of  invest- 
ing in  stocks  or  securities,  is  a  type  of  income  that  counts  toward 
meeting  the  90-percent  investment  income  test  of  section  851(b)(2). 

In  addition,  as  a  conforming  amendment  to  the  elimination  of 
the  present-law  PFIC  rules,  distributions  from  a  PFC  of  amounts 
that  previously  were  included  in  a  shareholder's  income  under  the 
elective  current-inclusion  rules  of  present  law  are  treated,  under 
the  bill,  as  previously  taxed  income  under  the  subpart  F  rules  (sec. 
959). 

Effective  Date 

The  bill  generally  is  effective  for  taxable  years  of  U.S.  persons 
beginning  after  December  31,  1992,  and  taxable  years  of  foreign 
corporations  ending  with  or  within  such  taxable  years  of  U.S.  per- 
sons. 

The  denial  of  installment  sales  treatment  is  effective  for  sales  or 
dispositions  after  December  31,  1992. 

The  bill  does  not  affect  the  determination  of  the  basis  of  any 
stock  that  was  acquired  from  a  decedent  in  a  taxable  year  begin- 
ning before  January  1,  1993. 

>  2.  Treatment  of  Controlled  Foreign  Corporations  (Sees.  4411-4414  of 
the  Bill  and  Sees.  902,  951,  952,  956,  959,  960,  961,  964,  and  1248 
of  the  Code) 

Present  Law 

Treatment  of  controlled  foreign  corporation  earnings 
In  general 

A  U.S.  shareholder  generally  treats  dividends  from  a  controlled 
i  foreign  corporation  as  ordinary  income  from  foreign  sources  that 
carries  both  direct  and  indirect  foreign  tax  credits.  Under  look- 
through  rules,  the  income  and  credits  are  subject  to  those  foreign 
,  tax  credit  limitations  which  are  consistent  with  the  character  of 
1  the  income  of  the  foreign  corporation. 

Several  Code  provisions  result  in  similar  tax  treatment  of  a  U.S. 
shareholder  if  it  either  disposes  of  the  controlled  foreign  corpora- 
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tion  stock,  or  the  controlled  foreign  corporation  realizes  certain 
types  of  income  (including  income  with  respect  to  lower-tier  con- 
trolled foreign  corporations).  First,  under  section  1248,  gain  result- 
ing from  the  disposition  by  a  U.S.  person  of  stock  in  a  foreign  cor- 
poration that  was  a  controlled  foreign  corporation  with  respect  to 
which  the  U.S.  person  was  a  U.S.  shareholder  in  the  previous  five 
years  is  treated  as  a  dividend  to  the  extent  of  allocable  earnings. 

Second,  a  controlled  foreign  corporation  has  subpart  F  income 
when  it  realizes  gain  on  disposition  of  stock  and,  ordinarily,  when 
it  receives  a  dividend.  Under  sections  951  and  960,  such  subpart  F 
income  may  result  in  taxation  to  the  U.S.  shareholder  similar  (but 
not  identical)  to  that  on  a  dividend  from  the  controlled  foreign  cor- 
poration. In  addition  to  provisions  for  characterizing  income  and 
credits  in  these  situations,  the  Code  also  provides  certain  rules  that 
adjust  basis,  or  otherwise  result  in  modifying  the  tax  consequences 
of  subsequent  income,  to  account  for  these  and  other  subpart  F 
income  inclusions. 

Third,  when  in  exchange  for  property  any  corporation  (including 
a  controlled  foreign  corporation)  acquires  stock  in  another  corpora- 
tion (including  a  controlled  foreign  corporation)  controlled  by  the 
same  persons  that  control  the  acquiring  corporation,  earnings  of 
the  acquiring  corporation  (and  possibly  the  acquired  corporation) 
may  be  treated  under  section  304  as  having  been  distributed  as  a 
dividend  to  the  seller. 

For  foreign  tax  credit  separate  limitation  purposes,  a  controlled 
foreign  corporation  is  not  treated  as  a  noncontrolled  section  902 
corporation  with  respect  to  any  distribution  out  of  its  earnings  and 
profits  for  periods  during  which  it  was  a  controlled  foreign  corpora- 
tion and  except  as  provided  in  regulations,  the  recipient  of  the  dis- 
tribution was  a  U.S.  shareholder  in  such  corporation.1  The  conse- 
quence of  not  being  treated  as  a  section  902  corporation  is  applica- 
tion of  the  so-called  "look-through"  rule.  That  is,  dividends  paid  by 
such  controlled  foreign  corporation  to  its  U.S.  shareholder  are 
characterized  for  separate  limitation  purposes  by  reference  to  the 
character  of  the  underlying  earnings  of  the  controlled  foreign  cor- 
poration. 

Lower-tier  controlled  foreign  corporations 

For  purposes  of  applying  the  separate  foreign  tax  credit  limita- 
tions, receipt  of  a  dividend  from  a  lower-tier  controlled  foreign  cor- 
poration by  an  upper-tier  controlled  foreign  corporation  may  result 
in  a  subpart  F  income  inclusion  for  the  U.S.  shareholder  that  is 
treated  as  income  in  the  same  limitation  category  as  the  income  of 
the  lower-tier  controlled  foreign  corporation.  The  income  inclusion 
of  the  U.S.  shareholder  may  carry  deemed-paid  credits  for  foreign 
taxes  paid  by  the  lower-tier  controlled  foreign  corporation,  and  the 


1  Under  proposed  regulations  recently  issued  by  the  IRS,  if  a  controlled  foreign  corporation 
distributes  a  dividend  to  an  upper-tier  controlled  foreign  corporation  or  to  a  United  States 
shareholder  that  owns  directly  or  indirectly  more  then  90  percent  of  the  total  combined  voting 
power  of  the  controlled  foreign  corporation  at  the  time  of  the  distribution,  and  the  dividend  is 
attributable  to  earnings  and  profits  accumulated  during  a  period  in  which  the  distributing  cor- 
poration was  a  controlled  foreign  corporation  but  the  90  percent  or  more  United  States  share- 
holder was  not  a  United  States  shareholder  of  the  corporation,  the  dividend  generally  would  be 
treated  as  a  dividend  from  a  noncontrolled  section  902  corporation.  (Prop.  Treas.  Reg.  sec.  1.904- 
4(g)(3)(ii). 
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basis  of  the  U.S.  shareholder  in  the  stock  of  the  first-tier  controlled 
foreign  corporation  is  increased  by  the  amount  of  the  inclusion.  If, 
on  the  other  hand,  the  upper-tier  controlled  foreign  corporation 
sells  stock  of  a  lower-tier  controlled  foreign  corporation,  then  the 
gain  generally  is  also  included  in  the  income  of  the  U.S.  sharehold- 
er as  subpart  F  income  and  the  U.S.  shareholder's  basis  in  the 
stock  of  the  first-tier  controlled  foreign  corporation  is  increased  to 
account  for  the  inclusion,  but  the  inclusion  is  not  treated  for  for- 
eign tax  credit  limitation  purposes  by  reference  to  the  nature  of 
the  income  of  the  lower-tier  controlled  foreign  corporation.  Instead 
it  generally  is  treated  as  passive  income. 

If  subpart  F  income  of  a  lower-tier  controlled  foreign  corporation 
is  included  in  the  gross  income  of  a  U.S.  shareholder,  no  provision 
of  present  law  allows  adjustment  of  the  basis  of  the  upper-tier  con- 
trolled foreign  corporation's  stock  in  the  lower-tier  controlled  for- 
eign corporation. 

Subpart  F  inclusions  in  year  of  disposition 

The  subpart  F  income  earned  by  a  foreign  corporation  during  its 
taxable  year  is  taxed  to  the  persons  who  are  U.S.  shareholders  of 
the  corporation  on  the  last  day,  in  that  year,  on  which  the  corpora- 
tion is  a  controlled  foreign  corporation.  In  the  case  of  a  U.S.  share- 
holder who  acquired  stock  in  a  controlled  foreign  corporation 
during  the  year,  such  inclusions  are  reduced  by  all  or  a  portion  of 
the  amount  of  dividends  paid  in  that  year  by  the  foreign  corpora- 
tion to  any  person  other  than  the  acquirer  with  respect  to  that 
stock.  The  reduction  is  the  lesser  of  the  amount  of  dividends  with 
respect  to  such  stock  received  by  other  persons  during  the  year  or 
the  amount  determined  by  multiplying  the  subpart  F  income  for 
the  year  by  the  proportion  of  the  year  during  which  the  acquiring 
shareholder  did  not  own  the  stock. 

Distributions  of  previously  taxed  income 

If  in  a  year  after  the  year  of  a  subpart  F  income  inclusion,  a  U.S. 
shareholder  in  the  controlled  foreign  corporation  receives  a  distri- 
bution from  the  corporation,  the  distribution  may  be  deemed  to 
come  first  out  of  the  corporation's  previously  taxed  income  and, 
therefore,  may  be  excluded  from  the  U.S.  shareholder's  income. 
However,  a  distribution  by  a  foreign  corporation  to  a  domestic  cor- 
poration of  earnings  and  profits  previously  taxed  under  subpart  F 
is  treated  as  an  actual  dividend,  solely  for  purposes  of  determining 
the  indirect  foreign  tax  credit  available  to  the  domestic  corporation 
(sec.  960(a)(3)). 

In  addition,  the  domestic  corporation  is  permitted  to  increase  its 
foreign  tax  credit  limitation  in  the  year  of  the  distribution  of  previ- 
ously taxed  earnings  and  profits  in  an  amount  equal  to  the  excess 
of  the  amount  by  which  its  foreign  tax  credit  limitation  for  the 
year  of  the  subpart  F  inclusion  was  increased  as  a  result  of  that 
inclusion,  over  the  amount  of  foreign  taxes  which  were  allowable 
as  a  credit  in  that  year  and  which  would  not  have  been  so  allow- 
able but  for  the  subpart  F  inclusion  (sec.  960(b)).  The  increase  in 
the  foreign  tax  credit  limitation  may  not,  however,  exceed  the 
amount  of  the  foreign  taxes  taken  into  account  under  this  provi- 
sion with  respect  to  the  distribution  of  previously  taxed  earnings 
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and  profits.  In  order  for  this  rule  to  apply,  the  domestic  corporation 
either  must  have  elected  to  credit  foreign  taxes  in  the  year  of  the 
subpart  F  inclusion  or  must  not  have  paid  or  accrued  any  foreign 
taxes  in  such  year,  and  it  must  elect  the  foreign  tax  credit  in  the 
year  of  the  distribution  of  previously  taxed  earnings  and  profits. 

Treatment  of  United  States  source  income  earned  by  a  controlled 
foreign  corporation 

As  a  general  rule,  subpart  F  income  does  not  include  income 
earned  from  sources  within  the  United  States  if  the  income  is  effec- 
tively connected  with  the  conduct  of  a  U.S.  trade  or  business  by  the 
controlled  foreign  corporation.  This  general  rule  does  not  apply, 
however,  if  the  income  is  exempt  from,  or  subject  to  a  reduced  rate 
of,  U.S.  tax  pursuant  to  a  provision  of  a  U.S.  treaty. 

Indirect  foreign  tax  credits 

A  U.S.  corporation  owning  at  least  10  percent  of  the  voting  stock 
of  a  foreign  corporation  is  treated  as  if  it  had  paid  a  share  of  the 
foreign  income  taxes  paid  by  the  foreign  corporation  in  the  year  in 
which  the  foreign  corporation's  earnings  and  profits  become  subject 
to  U.S.  tax  as  dividend  income  of  the  U.S.  shareholder  (sec.  902(a)). 

A  U.S.  corporation  may  also  be  deemed  to  have  paid  taxes  paid 
by  a  second-  or  third-tier  foreign  corporation.  That  is,  where  a  first- 
tier  foreign  corporation  pays  a  dividend  to  a  10-percent-or-more 
U.S.  corporate  shareholder,  then  for  purposes  of  deeming  the  U.S. 
corporation  to  have  paid  foreign  tax,  the  first-tier  foreign  corpora- 
tion may  be  deemed  to  have  paid  a  share  of  the  foreign  taxes  paid 
by  a  second-tier  foreign  corporation  of  which  the  first-tier  foreign 
corporation  owns  at  least  10  percent  of  the  voting  stock,  and  from 
which  the  first-tier  foreign  corporation  received  dividends.  The 
same  principle  applies  to  dividends  from  a  second-tier  or  third-tier 
foreign  corporation.  No  taxes  paid  by  a  second-  or  third-tier  foreign 
corporation  are  deemed  paid  by  the  first-  or  second-tier  foreign  cor- 
poration, respectively,  unless  the  product  of  the  percentage  owner- 
ship of  voting  stock  at  each  level  from  the  U.S.  corporation  down 
equals  at  least  5  percent  (sec.  902(b)).  Under  present  law,  foreign 
taxes  paid  below  the  third  tier  of  foreign  corporations  are  not  eligi- 
ble for  the  indirect  foreign  tax  credit. 

An  indirect  foreign  tax  credit  generally  is  also  available  to  a  U.S. 
corporate  shareholder  meeting  the  requisite  ownership  threshold 
with  respect  to  inclusions  of  subpart  F  income  from  controlled  for- 
eign corporations  (sec.  960(a)).2  Moreover,  an  indirect  foreign  tax 
credit  may  also  be  available  to  U.S.  corporate  shareholders  with  re- 
spect to  inclusions  of  income  from  passive  foreign  investment  com- 
panies. 

Investments  in  U.S.  property  by  controlled  foreign  corporations 

As  described  above  in  Part  D.l,  investments  by  controlled  foreign 
corporations  in  U.S.  property  (e.g.,  certain  debt  obligations  of  U.S. 
persons)  are  sometimes  treated  similarly  to  repatriations  (sec. 


2  Unlike  the  indirect  foreign  tax  credit  for  actual  dividend  distributions,  the  indirect  credit  for 
subpart  F  inclusions  can  be  available  to  individual  shareholders  in  certain  circumstances  if  an 
election  is  made  (sec.  962). 
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951(a)(1)(B)).  A  controlled  foreign  corporation  is  not  treated  as 
having  repatriated  foreign  earnings  if  it  invests  in  an  obligation  of 
an  unrelated  U.S.  corporation,  as  defined  specially  for  this  purpose 
(sec.  956(b)(2)(F)). 

Reasons  for  Change 

The  committee  believes  that  complexities  have  been  caused  by 
uncertainties  and  gaps  in  the  statutory  schemes  for  taxing  gains  on 
dispositions  of  stock  in  controlled  foreign  corporations  as  dividend 
income  or  subpart  F  income.  These  uncertainties  and  gaps  may 
prompt  taxpayers  to  refrain  from  behavior  that  would  otherwise  be 
the  result  of  rational  business  decisions,  for  fear  of  excessive  tax — 
for  example,  double  corporate-level  taxation  of  income.  In  many 
cases,  concerns  about  excessive  taxation  can  be  allayed,  but  only  at 
the  cost  of  avoiding  the  simpler  and  more  rational  economic  behav- 
ior in  favor  of  tax-motivated  planning. 

The  committee  understands  that,  as  a  general  matter,  other  as- 
pects of  the  tax  system  may  have  interfered  with  rational  economic 
decision  making  by  prompting  taxpayers  to  engage  in  tax-motivat- 
ed planning  in  order  to  eliminate  taxation  in  cases  where  income  is 
in  fact  earned.  Some  such  characteristics  of  the  tax  system  have  in 
the  past  been  altered  by  Congress  in  order  to  reduce  excessive  in- 
terference by  the  tax  system  in  labor,  investment,  and  consumption 
decisions  of  taxpayers.3  The  committee  believes  that  in  the  context 
of  tax  simplification,  it  generally  is  appropriate  to  reduce  complex- 
ities caused  by  aspects  of  the  rules  governing  controlled  foreign  cor- 
porations that  provide  for  nonuniform  tax  results  from  dividends, 
on  the  one  hand,  and  stock  disposition  proceeds  to  the  extent  earn- 
ings and  profits  underlie  those  proceeds,  on  the  other. 

In  light  of  the  bill's  provisions  extending  section  1248  treatment 
to  dispositions  of  stock  in  lower-tier  companies,  the  committee  be- 
lieves it  is  appropriate  to  repeal  the  limitation  on  look-through 
treatment  (for  foreign  tax  credit  separate  limitation  purposes)  of 
dividends  from  controlled  foreign  corporations  to  U.S.  shareholders 
out  of  earnings  from  periods  in  which  the  payor  was  a  controlled 
;  foreign  corporation  but  the  dividend  recipient  was  not  a  U.S.  share- 
holder of  the  controlled  foreign  corporation.  By  extending  section 
1248  treatment  to  dispositions  of  stock  in  lower-tier  companies,  the 
committee  believes  that  earnings  and  profits  (and  related  foreign 
!  tax  credits)  of  lower-tier  controlled  foreign  corporations  cannot 
|  readily  be  transferred  from  the  control  of  one  U.S  taxpayer  to  an- 
'  other.  Moreover,  the  committee  believes  that  repeal  of  this  limita- 
tion on  look-through  treatment  will  avoid  significant  complexity 
that  would  otherwise  be  engendered  by  practical  application  of  the 
limitation. 

The  committee  understands  that  the  present-law  provisions 
which  permit  an  indirect  foreign  tax  credit  and  an  increased  for- 
eign tax  credit  limitation  to  be  claimed  in  the  event  of  a  distribu- 
,  tion  of  previously  taxed  earnings  by  a  controlled  foreign  corpora- 
1  tion  are  particularly  difficult  to  administer.  This  difficulty  arises 


3  See,  e.g.,  Staff  of  the  Joint  Committee  on  Taxation,  100th  Cong.,  1st  Sess.  "General  Explana- 
1  tion  of  the  Tax  Reform  Act  of  1986"  at  6  et  seq.  (1987)  ("General  Reasons  For  The  Act"). 
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because  taxpayers  are  required  to  compute  and  keep  track  of  jl 
excess  foreign  tax  credit  limitation  accounts  with  respect  ton 
subpart  F  income  inclusions  on  a  foreign  corporation  by  foreign  i 
corporation  basis,  as  well  as  on  a  year  by  year  basis.  Additional! I 
complexities  arise  as  taxpayers  are  required,  as  a  result  of  distribu-lli1 
tions,  to  trace  earnings  and  profits  up  chains  of  foreign  corpora- 
tions. The  committee  believes  that  affording  regulatory  authority 
to  modify  and  simplify  these  rules  may  result  in  alleviating  some 
of  the  system-wide  recordkeeping  and  computations  involved,  with- 
out undermining  the  operation  of  the  provision. 

The  committee  also  understands  that  certain  arbitrary  limita- 
tions placed  on  the  operation  of  the  indirect  foreign  tax  credit  may 
have  resulted  in  taxpayers  undergoing  burdensome  and  sometimes 
costly  corporate  restructurings.  In  other  cases,  there  is  concern 
that  these  limitations  may  have  contributed  to  decisions  by  U.S 
companies  against  acquiring  foreign  subsidiaries.  The  committee 
deems  it  appropriate  to  ease  certain  of  these  restrictions  in  cases 
where  the  administration  of  the  foreign  tax  credit  rules  by  taxpay- 
ers and  the  IRS  will  not  be  significantly  impaired. 


Explanation  of  Provisions 

In  general 

The  bill  makes  a  number  of  modifications  in  the  treatment  of 
income  derived  from  the  disposition  of  stock  in  a  controlled  foreign 
corporation.  The  bill  provides  deemed  dividend  treatment  for  gains 
on  dispositions  of  lower-tier  controlled  foreign  corporations.  Where 
the  lower-tier  controlled  foreign  corporation  previously  earned  sub- 
part F  income,  the  bill  permits  the  amount  of  gain  taxed  to  the 
U.S.  shareholder  to  be  adjusted  for  previous  income  inclusions. 
Where  proceeds  from  the  sale  of  stock  to  a  controlled  foreign  corpo- 
ration that  previously  has  earned  subpart  F  income  would  be  treat- 
ed as  a  dividend  under  the  principles  of  section  304,  the  bill  ex- 
pressly permits  exclusion  of  the  deemed  section  304  dividend  from 
taxation  to  the  extent  of  the  previously  taxed  earnings  and  profits 
of  the  controlled  foreign  corporation  from  which  the  property  was 
deemed  to  be  distributed.  (Appropriate  basis  adjustments  also  are 
permitted  to  be  made.)  Where  a  controlled  foreign  corporation 
(whether  or  not  it  is  a  lower-tier  controlled  foreign  corporation) 
earns  subpart  F  income  in  a  year  in  which  a  U.S.  shareholder  sells 
its  stock,  in  a  transaction  that  does  not  result  in  the  foreign  corpo- 
ration ceasing  to  be  a  controlled  foreign  corporation,  the  bill  con- 
tains statutory  language  providing  for  a  proportional  reduction  in 
the  taxation  of  the  subpart  F  income  in  that  year  to  the  acquiring 
U.S.  shareholder. 

The  bill  contains  four  additional  provisions  related  to  controlled 
foreign  corporations.  First,  the  bill  repeals  the  limitation  on  look- 
through  treatment  (for  foreign  tax  credit  separate  limitation  pur- 
poses) of  dividends  from  controlled  foreign  corporations  to  U.S. 
shareholders  out  of  earnings  from  periods  in  which  the  payor  was  a 
controlled  foreign  corporation,  but  the  dividend  recipient  was  not  a 
U.S.  shareholder  of  the  controlled  foreign  corporation.  Second,  the 
bill  provides  regulatory  authority  to  develop  a  simplified  mecha- 
nism for  computing  indirect  foreign  tax  credits  and  increases  in 
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foreign  tax  credit  limitations  resulting  upon  certain  distributions 
ti  by  controlled  foreign  corporations  of  previously  taxed  earnings  and 
p  profits.  Third,  the  bill  clarifies  the  effect  of  a  treaty  exemption  or 
B  reduction  of  the  branch  profits  tax  on  the  determination  of  subpart 
b  F  income.  Fourth,  the  bill  extends  application  of  the  indirect  for- 
[  eign  tax  credit  to  fourth-,  fifth-,  and  sixth-tier  controlled  foreign 
k1  corporations  where  the  necessary  ownership  thresholds  (as  ex- 
H  tended  under  the  bill  to  these  tiers)  are  satisfied. 

|  Lower-tier  controlled  foreign  corporations 

Characterization  of  gain  on  stock  disposition 

The  bill  provides  that  if  a  controlled  foreign  corporation  is  treat- 
j  ed  as  having  gain  from  the  sale  or  exchange  of  stock  in  a  foreign 
I  corporation,  the  gain  is  treated  as  a  dividend  to  the  same  extent 
r  that  it  would  have  been  so  treated  under  section  1248  if  the  con- 
\j  trolled  foreign  corporation  were  a  U.S.  person.  This  provision,  how- 
I  ever,  does  not  affect  the  determination  of  whether  the  corporation 
j  whose  stock  is  sold  or  exchanged  is  a  controlled  foreign  corpora- 
!  tion. 

Thus,  for  example,  if  a  U.S.  corporation  owns  100  percent  of  the 
'i  stock  a  foreign  corporation,  which  owns  100  percent  of  the  stock  of 
j  a  second  foreign  corporation,  then  under  the  bill,  any  gain  of  the 
!  first  corporation  upon  a  sale  or  exchange  of  stock  of  the  second  cor- 
jt  poration  is  treated  as  a  dividend  for  purposes  of  subpart  F  income 
\\  inclusions  to  the  U.S.  shareholder,  to  the  extent  of  earnings  and 
profits  of  the  second  corporation  attributable  to  periods  in  which 
|j<  the  first  foreign  corporation  owned  the  stock  of  the  second  foreign 
j  corporation  while  the  latter  was  a  controlled  foreign  corporation 
H  with  respect  to  the  U.S.  shareholder. 

|     As  another  example,  assume  that  the  U.S.  corporation  has 
|  always  owned  40  percent  of  the  voting  stock  and  60  percent  of  the 
value  of  all  of  the  stock  of  a  foreign  corporation,  which  has  always 
I  owned  40  percent  of  the  voting  stock  and  60  percent  of  the  value  of 
all  of  the  stock  of  a  second  foreign  corporation.  All  the  other  stock 
|i  of  the  foreign  corporations  has  always  been  owned  by  foreign  indi- 
|  viduals  unrelated  to  the  U.S.  corporation.  In  this  case,  the  second 
ij  foreign  corporation  has  never  been  a  controlled  foreign  corpora- 
I  tion.  Therefore,  none  of  the  gain  of  the  first  corporation  upon  a 
sale  of  stock  of  the  second  corporation  is  treated  as  a  dividend. 

Gain  on  disposition  of  stock  in  a  related  corporation  created  or 
organized  under  the  laws  of,  and  having  substantial  part  of  assets 
in  a  trade  or  business  in,  the  same  foreign  country  as  the  gain  re- 
cipient, even  if  recharacterized  as  a  dividend  under  the  bill,  is  not 
therefore  excluded  from  foreign  personal  holding  company  income 
under  the  same-country  exception  that  applies  to  actual  dividends. 

The  bill  provides  that  for  purposes  of  this  provision,  a  controlled 
foreign  corporation  is  treated  as  having  sold  or  exchanged  stock  if, 
i  under  any  provision  of  subtitle  A  of  the  Code,  the  controlled  for- 
|  eign  corporation  is  treated  as  having  gain  from  the  sale  or  ex- 
change of  such  stock.  Thus,  for  example,  if  a  controlled  foreign  cor- 
(  poration  distributes  to  its  shareholder  stock  in  a  foreign  corpora- 
tion, and  the  distribution  results  in  gain  being  recognized  by  the 
controlled  foreign  corporation  under  section  311(b)  as  if  the  stock 
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were  sold  to  the  shareholder  for  fair  market  value,  the  bill  makes 
clear  that  for  purposes  of  this  provision,  the  controlled  foreign  cor- 
poration is  treated  as  having  sold  or  exchanged  the  stock. 

The  bill  also  repeals  a  provision  added  to  the  Code  by  the  Techni- 
cal and  Miscellaneous  Revenue  Act  of  1988 4  (the  '1988  Act") 
which,  except  as  provided  by  regulations,  requires  a  recipient  of  a 
distribution  from  a  controlled  foreign  corporation  to  have  been  a 
United  States  shareholder  of  that  controlled  foreign  corporation  for 
the  period  during  which  the  earnings  and  profits  which  gave  rise  to 
the  distribution  were  generated  in  order  to  avoid  treating  the  dis- 
tribution as  one  coming  from  a  noncontrolled  section  902  corpora- 
tion. Thus,  under  the  bill,  a  controlled  foreign  corporation  is  not 
treated  as  a  noncontrolled  section  902  corporation  with  respect  to 
any  distribution  out  of  its  earnings  and  profits  for  periods  during 
which  it  was  a  controlled  foreign  corporation,  whether  or  not  the 
recipient  of  the  distribution  was  a  U.S.  shareholder  of  the  corpora- 
tion when  the  earnings  and  profits  giving  rise  to  the  distribution 
were  generated. 

Adjustments  to  basis  of  stock 

The  bill  also  provides  that  when  a  lower-tier  controlled  foreign 
corporation  earns  subpart  F  income,  and  stock  in  that  corporation 
is  later  disposed  of  by  an  upper-tier  controlled  foreign  corporation, 
the  resulting  income  inclusion  of  the  U.S.  shareholders  are,  under 
regulations,  adjusted  to  account  for  previous  inclusions,  in  a 
manner  similar  to  the  adjustments  currently  provided  to  the  basis 
of  stock  in  a  first-tier  controlled  foreign  corporation.  Thus,  just  as 
the  basis  of  a  U.S.  shareholder  in  a  first-tier  controlled  foreign  cor- 
poration rises  when  subpart  F  income  is  earned  and  falls  when  pre- 
viously taxed  income  is  distributed,  so  as  to  avoid  double  taxation 
of  the  income  on  a  later  disposition,  the  committee  intends  that  by 
regulation  the  subpart  F  income  from  gain  on  the  disposition  of  a 
lower-tier  controlled  foreign  corporation  generally  would  be  re- 
duced by  income  inclusions  of  earnings  that  were  not  subsequently 
distributed  by  the  lower-tier  controlled  foreign  corporation.  The 
committee  intends  that  the  Secretary  will  have  sufficient  flexibility 
in  promulgating  regulations  under  this  provision  to  permit  adjust- 
ments only  in  those  cases  where,  by  virtue  of  the  historical  owner- 
ship structure  of  the  corporations  involved,  the  Secretary  is  satis- 
fied that  the  inclusions  for  which  adjustments  can  be  made  can  be 
clearly  identified. 

For  example,  assume  that  a  U.S  person  is  the  owner  of  all  of  the 
stock  of  a  first-tier  controlled  foreign  corporation  which,  in  turn,  is 
the  sole  shareholder  of  a  second-tier  controlled  foreign  corporation. 
In  year  1,  the  second-tier  controlled  foreign  corporation  earns  $100 
of  subpart  F  income  which  is  included  in  the  U.S.  person's  gross 
income  for  that  year.  In  year  2,  the  first-tier  controlled  foreign  cor- 
poration disposes  of  the  second-tier  controlled  foreign  corporation's 
stock  and  recognizes  $300  of  income  with  respect  to  the  disposition. 
All  of  that  income  would  constitute  subpart  F  foreign  personal 
holding  company  income.  Under  the  bill,  the  Secretary  is  granted 


4  P.L.  100-647,  sec.  1012(a)(10). 
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regulatory  authority  to  reduce  the  U.S.  person's  year  2  subpart  F 
inclusion  by  $100 — the  amount  of  year  1  subpart  F  income  of  the 
second-tier  controlled  foreign  corporation  that  was  included,  in  that 
year,  in  the  U.S.  person's  gross  income.  Such  an  adjustment  would, 
in  effect,  allow  for  a  step-up  in  the  basis  of  the  stock  of  the  second- 
tier  controlled  foreign  corporation  to  the  extent  of  its  subpart  F 
income  previously  included  in  the  U.S.  person's  gross  income. 

As  another  example,  assume  the  same  facts  as  in  the  preceding 
paragraph  except  that  in  year  2,  the  first-tier  controlled  foreign 
corporation  distributes  the  stock  of  the  second-tier  controlled  for- 
eign corporation  to  the  U.S.  person.  Assume  that  as  a  result  of  the 
distribution,  the  first-tier  controlled  foreign  corporation  recognizes 
taxable  income  of  $300  under  section  311(b).  This  income  represents 
subpart  F  income,  $100  of  which  is  due  to  no  adjustment  having 
;  been  made  to  the  basis  of  the  second-tier  controlled  foreign  corpo- 
ration's stock  for  its  year  1  subpart  F  income.  The  bill  contem- 
plates that  in  such  a  situation,  the  $300  of  subpart  F  income  would 
be  reduced  under  regulations  to  $200  to  account  for  the  year  1  sub- 
part F  income  inclusion. 

r  Subpart  F  inclusions  in  year  of  disposition 

If  a  U.S.  shareholder  acquires  the  stock  of  a  controlled  foreign 
corporation  from  another  U.S.  shareholder  during  a  taxable  year  of 
the  controlled  foreign  corporation  in  which  it  earns  subpart  F 
income,  the  bill  reduces  the  acquirer's  subpart  F  inclusion  for  that 
year  by  a  portion  of  the  amount  of  the  dividend  deemed  (under  sec. 
1248)  to  be  received  by  the  transferor.  The  portion  by  which  the  in- 
clusion is  reduced  (as  is  currently  the  case  if  a  dividend  was  paid  to 
the  previous  owner  of  the  stock)  would  not  exceed  the  lesser  of  the 
amount  of  dividends  with  respect  to  such  stock  deemed  received 
(under  sec.  1248)  by  other  persons  during  the  year  or  the  amount 
determined  by  multiplying  the  subpart  F  income  for  the  year  by 
the  proportion  of  the  year  during  which  the  acquiring  shareholder 
did  not  own  the  stock. 

Avoiding  double  inclusions  in  other  cases 

The  bill  clarifies  the  appropriate  scope  of  regulatory  authority 
with  respect  to  the  treatment  of  cross-chain  section  304  dividends 
out  of  the  earnings  of  controlled  foreign  corporations  that  were 
I  previously  included  in  the  income  of  a  U.S.  shareholder  under  sub- 
!  part  F.  The  bill  contemplates  that  in  such  a  case,  the  Secretary  in 
i  his  discretion  may  by  regulation  treat  such  dividends  as  distribu- 
1  tions  of  previously  taxed  income,  with  appropriate  basis  adjust- 
ments. It  is  also  anticipated  that  other  occasions  may  arise  where 
the  exercise  of  similar  regulatory  authority  may  be  appropriate  to 
avoid  double  income  inclusions,  or  an  inclusion  or  exclusion  of 
income  without  a  corresponding  basis  adjustment.  Therefore,  the 
bill  states  that,  in  addition  to  cases  involving  section  304,  the  Secre- 
tary may  by  regulation  modify  the  application  of  subpart  F  in  any 
other  case  where  there  would  otherwise  be  a  multiple  inclusion  of 
any  item  of  income  (or  an  inclusion  or  exclusion  without  an  appro- 
priate basis  adjustment)  by  reason  of  the  structure  of  a  U.S.  share- 
holder's holdings  in  controlled  foreign  corporations  or  by  reason  of 
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other  circumstances.  The  bill  is  not  intended  to  create  any  infer- 
ence as  to  the  application  of  present  law  in  these  cases. 

Foreign  tax  credit  in  year  of  receipt  of  previously  taxed  income 

With  respect  to  the  present-law  provisions  which  permit  a  for- 
eign tax  credit  to  be  claimed  in  the  case  of  a  distribution  of  previ- 
ously taxed  income,  the  bill  provides  authority  for  Treasury  regula- 
tions to  establish  a  simplified  method  for  computing  the  increase  in 
foreign  tax  credit  limitation  that  results  from  the  application  of 
these  provisions.  The  committee  understands  that  the  Secretary 
has  regulatory  flexibility  in  the  determination  of  the  amount  of 
creditable  foreign  taxes  on  or  with  respect  to  the  accumulated 
earnings  and  profits  of  a  foreign  corporation  from  which  a  distribu- 
tion of  previously  taxed  income  is  made,  which  were  not  deemed 
paid  by  the  domestic  corporation  in  a  prior  taxable  year. 

The  bill  makes  clear  that  the  regulations  may  require  taxpayers 
to  use  any  simplified  methods  so  established,  rather  than  making 
the  use  of  such  methods  elective  by  taxpayers.  The  bill  does  not 
mandate,  however,  that  regulations  provide  such  simplified  meth- 
ods, or  in  the  case  that  such  methods  are  provided,  that  they  be 
made  uniformly  applicable  to  all  taxpayers. 

For  example,  in  certain  situations  the  Treasury  Secretary  might 
deem  it  appropriate  not  to  require  taxpayers  to  trace  specific  items 
of  previously  taxed  income  of  specific  controlled  foreign  corpora- 
tions and  to  associate  those  items  with  specific  amounts  of  excess 
foreign  tax  credit  limitation.  Rather,  regulations  might  allow  for 
some  sort  of  simplified  approach  for  accounting  for  excess  limita- 
tion amounts  (allocated  to  the  various  foreign  tax  credit  separate 
limitation  categories  from  which  they  originally  arose)  and  for  uti- 
lization of  portions  of  these  amounts  upon  distributions  of  previous- 
ly taxed  income  from  the  same  categories. 

Treatment  of  United  States  income  earned  by  a  controlled  foreign 
corporation 

The  bill  provides  that  an  exemption  or  reduction  by  treaty  of  the 
branch  profits  tax  that  would  be  imposed  under  section  884  on  a 
controlled  foreign  corporation  does  not  affect  the  general  statutory 
exemption  from  subpart  F  income  that  is  granted  for  U.S.  source 
effectively  connected  income.  For  example,  assume  a  controlled  for- 
eign corporation  earns  income  of  a  type  that  generally  would  be 
subpart  F  income,  and  that  income  is  earned  from  sources  within 
the  United  States  in  connection  with  business  operations  therein. 
Further  assume  that  repatriation  of  that  income  is  exempted  from 
the  U.S.  branch  profits  tax  under  a  provision  of  an  applicable  U.S. 
income  tax  treaty.  The  bill  provides  that,  notwithstanding  the  trea- 
ty's effect  on  the  branch  tax,  the  income  is  not  treated  as  subpart  F 
income  as  long  as  it  is  not  exempt  from  U.S.  taxation  (or  subject  to 
a  reduced  rate  of  tax)  under  any  other  treaty  provision. 

Indirect  foreign  tax  credit 

The  bill  extends  the  application  of  the  indirect  foreign  tax  credit 
(sees.  902  and  960)  to  certain  taxes  paid  or  accrued  by  certain 
fourth-,  fifth-,  and  sixth-tier  foreign  corporations.  In  general,  three 
requirements  must  be  satisfied  by  a  foreign  company  at  any  of 
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these  tiers  to  qualify  for  the  credit.  First,  the  company  must  be  a 
controlled  foreign  corporation.  Second,  the  domestic  corporation  re- 
ferred to  in  section  902(a)  must  be  a  U.S.  shareholder  (as  defined  in 
section  951(b))  with  respect  to  the  foreign  company.  Third,  the 
product  of  the  percentage  ownership  of  voting  stock  at  each  level 
from  the  U.S.  corporation  down  must  equal  at  least  5  percent.  The 
bill  limits  the  application  of  the  indirect  foreign  tax  credit  below 
the  third  tier  to  taxes  paid  or  incurred  in  taxable  years  during 
which  the  payor  is  a  controlled  foreign  corporation.  No  inference  is 
intended  as  to  the  availability  of  indirect  foreign  tax  credits,  under 
present  law,  for  taxes  paid  by  foreign  corporations  in  the  first 
three  tiers,  for  periods  prior  to  the  time  when  the  present-law  own- 
ership requirements  were  met  as  to  those  corporations.  All  foreign 
taxes  paid  below  the  sixth  tier  of  foreign  corporations  remain  ineli- 
gible for  the  indirect  foreign  tax  credit. 

Investments  in  U.S.  property  by  controlled  foreign  corporations 

The  committee  understands  that  a  controlled  foreign  corporation 
is  not  treated  as  having  repatriated  foreign  earnings  if  it  invests  in 
an  obligation  of  an  unrelated  U.S.  corporation.  A  similar  rule,  how- 
ever, is  not  applicable  to  an  investment  in  an  obligation  of  an  unre- 
lated U.S.  person  other  than  a  corporation.  The  committee  requests 
that  the  Treasury  Department  study  the  tax  treatment  of  invest- 
ments by  controlled  foreign  corporations  in  obligations  of  U.S.  per- 
sons other  than  corporations,  and  provide  the  committee  with  a 
report  of  such  study  by  December  31,  1992.  The  study  is  to  include 
the  Treasury's  views  as  to  whether  those  rules  should  be  amended 
insofar  as  they  relate  to  the  treatment  of  investments  by  controlled 
foreign  corporations  in  the  obligations  of  U.S.  persons  other  than 
corporations,  along  with  a  discussion  of  the  merits  and  conse- 
quences of  any  such  amendment. 

Effective  Dates 
Lower-tier  controlled  foreign  corporations 

The  provision  treating  gains  on  dispositions  of  stock  in  lower-tier 
controlled  foreign  corporations  as  dividends  under  section  1248 
principles  applies  to  gains  recognized  on  transactions  occurring 
after  date  of  enactment  of  the  bill.  The  provision  that  expands 
|  look-through  treatment,  for  foreign  tax  credit  limitation  purposes, 
I  of  dividends  from  controlled  foreign  corporations,  is  effective  for 
distributions  after  the  date  of  enactment. 

The  provision  providing  for  regulatory  adjustments  to  U.S.  share- 
holder inclusions,  with  respect  to  gains  of  controlled  foreign  corpo- 
'  rations  from  dispositions  of  stock  in  lower-tier  controlled  foreign 
corporations  that  previously  had  subpart  F  income,  is  effective  for 
i  determining  inclusions  for  taxable  years  of  U.S.  shareholders  be- 
i  ginning  after  December  31,  1992.  Thus,  the  bill  permits  regulatory 
!|  adjustments  to  an  inclusion  occurring  after  the  effective  date  to  ac- 
count for  previous  subpart  F  income  inclusions  occurring  both 
prior  to  and  subsequent  to  the  effective  date  of  the  provision. 
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Subpart  F  inclusions  in  year  of  disposition 

The  provision  permitting  dispositions  of  stock  to  be  taken  into 
consideration  in  determining  a  U.S.  shareholder's  subpart  F  inclu- 
sion for  a  taxable  year  is  effective  with  respect  to  dispositions  oc- 
curring after  the  date  of  enactment. 

Distributions  of  previously  taxed  income 

The  provision  allowing  the  Secretary  to  make  regulatory  adjust- 
ments to  avoid  double  inclusions  in  cases  such  as  those  to  which 
section  304  applies  takes  effect  on  the  date  of  enactment. 

Foreign  tax  credit  in  year  of  receipt  of  previously  taxed  income 

The  provision  granting  regulatory  authority  to  establish  simpli- 
fied methods  for  determining  the  amount  of  increase  in  foreign  tax 
credit  limitation  resulting  from  a  distribution  of  previously  taxed 
income  is  effective  on  the  date  of  enactment. 

Treatment  of  United  States  source  income  earned  by  a  controlled 
foreign  corporation 

The  provision  concerning  the  effect  of  treaty  exemptions  from  or 
reductions  of  the  branch  profits  tax  on  the  determination  of  sub- 
part F  income  is  effective  for  taxable  years  beginning  after  Decem- 
ber 31,  1986. 

Indirect  foreign  tax  credit 

The  provision  which  extends  application  of  the  indirect  foreign 
tax  credit  to  certain  controlled  foreign  corporations  below  the  third 
tier  is  effective  for  foreign  taxes  paid  or  incurred  by  controlled  for- 
eign corporations  for  taxable  years  of  such  corporations  beginning 
after  the  date  of  enactment. 

In  the  case  of  any  chain  of  foreign  corporations  the  taxes  of 
which  would  be  eligible  for  the  indirect  foreign  tax  credit,  under 
present  law  or  under  the  bill,  but  for  the  denial  of  indirect  credits 
below  the  third  or  sixth  tier,  as  the  case  may  be,  no  liquidation, 
reorganization,  or  similar  transaction  in  a  taxable  year  beginning 
after  the  date  of  enactment  shall  have  the  effect  of  permitting 
taxes  to  be  taken  into  account  under  the  indirect  foreign  tax  credit 
provisions  of  the  Code  which  could  not  have  been  taken  into  ac- 
count under  those  provisions  but  for  such  transaction.  As  one  ex- 
ample, no  such  transaction  shall  have  the  effect  of  permitting  cred- 
its for  taxes  which,  but  for  such  transaction,  would  have  been  non- 
creditable  (given  the  effective  date  provisions  of  the  bill)  because 
they  are  taxes  of  a  fourth-,  fifth-,  or  sixth-tier  corporation  for  a 
year  beginning  before  the  date  that  the  bill  is  enacted.  No  inference 
is  intended  regarding  the  creditability  or  noncreditability  of  such 
taxes  under  present  law. 
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3.  Translation  of  Foreign  Taxes  Into  U.S.  Dollar  Amounts  (Sec. 
4421  of  the  Bill  and  Sees.  905(c)  and  986(a)  of  the  Code) 

Present  Law 

Translation  of  foreign  taxes 

Foreign  income  taxes  paid  in  foreign  currencies  are  required  to 
be  translated  into  U.S.  dollar  amounts  using  the  exchange  rate  as 
of  the  time  such  taxes  are  paid  to  the  foreign  country  or  U.S.  pos- 
session (sec.  986(a)(1)).  This  rule  applies  equally  to  foreign  taxes 
paid  directly  by  U.S.  taxpayers,  which  are  creditable  only  in  the 
year  paid  or  accrued  (or  during  a  carryover  period),  and  to  foreign 
taxes  paid  by  foreign  corporations  that  are  deemed  paid  by  a  U.S. 
corporation,  and  hence  creditable,  in  the  year  that  the  U.S.  corpo- 
ration receives  a  dividend  or  income  inclusion. 

Redetermination  of  foreign  taxes 

For  taxpayers  who  utilize  the  accrual  basis  of  accounting  for  de- 
termining creditable  foreign  taxes,  accrued  and  unpaid  foreign  tax 
liabilities  denominated  in  foreign  currencies  are  translated  into 
U.S.  dollar  amounts  at  the  exchange  rate  as  of  the  last  day  of  the 
taxable  year  of  accrual.1  In  certain  cases  where  a  difference  exists 
between  the  dollar  value  of  accrued  foreign  taxes  and  the  dollar 
value  of  those  taxes  when  paid,  a  redetermination  (or  adjustment) 
of  foreign  taxes  is  required.2  Generally,  such  an  adjustment  may  be 
attributable  to  one  of  three  causes.  One  such  cause  would  be  a 
refund  of  foreign  taxes.  Second,  a  foreign  tax  redetermination  may 
be  required  because  the  amount  of  foreign  currency  units  actually 
paid  differs  from  the  amount  of  foreign  currency  units  accrued. 
These  first  two  cases  generally  give  rise  to  a  so-called  ' 'section 
905(c)  regular  adjustment."  Third,  a  redetermination  may  arise  due 
to  fluctuations  in  the  value  of  the  foreign  currency  relative  to  the 
dollar  between  the  date  of  accrual  and  the  date  of  payment  giving 
rise  to  a  so-called  "section  905(c)  translation  adjustment." 

As  a  general  matter,  a  redetermination  of  foreign  tax  paid  or  ac- 
crued directly  by  a  U.S.  person  requires  notification  of  the  Internal 
Revenue  Service  and  a  redetermination  of  U.S  tax  liability  for  the 
taxable  year  for  which  the  foreign  tax  was  claimed  as  a  credit.  Ex- 
ceptions to  this  rule  apply  for  de  minimis  amounts  of  foreign  tax 
!  redeterminations.3  In  the  case  of  redeterminations  of  foreign  taxes 
that  qualify  for  the  deemed-paid  foreign  tax  credit  under  sections 
902  and  960,  taxpayers  generally  are  required  to  make  appropriate 
adjustments  to  the  pools  of  earnings  and  profits  and  foreign  taxes.4 

Reasons  for  Change 

If  each  foreign  income  tax  payment  is  required  to  be  translated 
at  a  separate  daily  exchange  rate  for  the  day  of  the  payment,  the 
number  of  currency  exchange  rates  that  are  relevant  to  foreign  tax 
credit  calculations  varies  directly  with  the  frequency  of  foreign 


1  Temp.  Treas.  Reg.  sec.  1.905-3T(b)(l). 

2  Temp.  Treas.  Reg.  sec.  1.905-3T(c). 

3  Temp.  Treas.  Reg.  sec.  1.905-3T(dXl). 

4  Temp.  Treas.  Reg.  sec.  1.905-3T(d)(2);  Notice  90-26,  1990-1  C.B.  336. 
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income  tax  payments.  Where  U.S.  corporations  are  deemed  to  pay 
a  portion  of  the  "pool"  of  foreign  taxes  paid  by  foreign  corpora- 
tions, the  correct  amount  of  tax  in  the  pool  is  the  product  of  each 
tax  payment  times  the  relevant  translation  rate.  The  longer  the 
period  between  the  time  the  income  is  earned  and  the  time  it  is 
repatriated  to  the  U.S.  corporation  (or  otherwise  included  in  the 
U.S.  corporation's  income),  the  greater  the  period  over  which  the 
amounts  of  tax  payments  and  translation  rates  are  relevant  to  the 
determination  of  net  U.S.  tax  liability. 

The  committee  believes  that  the  recordkeeping,  verification,  and 
examination  burdens — both  on  the  IRS  and  on  taxpayers — associat- 
ed with  the  advantages  of  deferral  and  the  foreign  tax  credit  (in- 
cluding the  indirect  credit)  are  not  insignificant.  For  example,  if 
events  that  happened  in  one  year  affected  only  the  return  filed  for 
that  year,  and  each  tax  return  was  affected  only  by  events  that 
happened  in  the  year  for  which  that  return  was  filed,  then  presum- 
ably tax-related  records  would  need  to  be  maintained  only  between 
the  time  the  taxable  year  began  and  the  year  that  the  assessment 
period  for  that  year  expired.  On  the  other  hand,  for  example,  if 
income  earned  in  years  1  through  5  is  taxed  in  year  6,  then  the 
amount  of  documentation  relevant  to  the  year-6  return  potentially 
is  increased  five-fold,  and  the  period  over  which  that  information 
must  be  maintained  is  at  least  five  years  longer. 

U.S.  persons  who  pay  foreign  income  taxes  directly  and  choose 
the  benefits  of  the  foreign  tax  credit  have  always  been  required  to 
maintain  detailed  foreign  tax  payment  documentation,  including 
exchange  rate  data  for  the  dates  on  which  they  paid  foreign  income 
taxes,  and  U.S.  corporations  that  operate  through  foreign  corpora- 
tions have  been  required  to  maintain  documentation  regarding  the 
earnings  and  foreign  tax  payments  of  the  foreign  corporations.5 
Some  have  argued,  however,  that  relief  is  warranted  for  taxpayers 
that  would  otherwise  bear  the  combined  currency  translation  re- 
sponsibilities applicable  to  direct  foreign  taxpayers  with  the  ex- 
tended recordkeeping  responsibilities  applicable  to  taxpayers  that 
receive  the  benefits  of  deferral. 

The  committee  believes  that  an  appropriate  response  to  this  com- 
bination of  burdens  is  to  permit  regulatory  modification  of  the 
"time  of  payment"  concept  in  such  a  way  that  preserves  the  uni- 
formity of  treatment  of  branches  and  foreign  subsidiaries  of  U.S. 
taxpayers,  but  permits  recourse  to  reasonably  accurate  average 
translation  rates  for  the  period  in  which  the  tax  payments  are 
made.  Simplification  may  be  provided  in  this  way  by  reducing, 
sometimes  substantially,  the  number  of  translation  calculations 
that  are  required  to  be  made.  There  may  be  situations  in  which  the 
use  of  an  average  exchange  rate  over  a  specified  time  period,  to  be 
applied  to  all  tax  payments  made  in  that  currency  during  that 
period,  would  provide  results  not  substantially  different  than  those 
that  would  be  derived  under  present  law.  This  could  result,  for  ex- 
ample, where  the  value  of  a  foreign  currency  as  it  relates  to  the 


5  Also,  note  that  in  Commissioner  v.  American  Metal  Co.,  221  F.2d  134,141  (2d.  Cir.),  cert, 
denied,  350  U.S.  879  (1955),  where  a  foreign  corporation  kept  its  books  in  U.S.  dollars,  foreign 
taxes  were  translated  as  of  their  payment  date. 
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U.S.  dollar  does  not  fluctuate  significantly  over  the  specified 
period. 

In  addition,  the  committee  believes  that  in  certain  cases,  taxpay- 
ers who  are  on  the  accrual  basis  of  accounting  for  purposes  of  de- 
termining creditable  foreign  taxes  should  be  permitted  to  translate 
those  taxes  into  U.S.  dollar  amounts  in  the  year  to  which  those 
taxes  relate,  and  should  not  be  required  to  make  adjustments  or  re- 
determinations to  those  translated  amounts,  if  actual  tax  payments 
are  made — within  a  reasonably  short  period  of  time — after  the 
close  of  such  year.  Moreover,  the  committee  believes  that  it  is  ap- 
propriate to  mandate  the  use  of  an  average  exchange  rate  for  the 
taxable  year  with  respect  to  which  such  foreign  taxes  relate  for 
purposes  of  translating  those  taxes.  On  the  other  hand,  the  com- 
mittee believes  that  a  foreign  tax  not  paid  within  a  reasonably 
short  period  after  the  close  of  the  year  to  which  the  taxes  relate 
should  not  be  treated  as  a  foreign  tax  for  such  year;  in  such  a  case 
permitting  the  foreign  tax  credit  for  that  year  is  less  a  mechanism 
for  preventing  double  taxation,  and  more  one  resulting  in  the 
avoidance  of  all  tax.  By  drawing  a  bright  line  between  those  for- 
eign tax  payment  delays  that  do  and  do  not  require  a  redetermina- 
tion, the  committee  believes  that  a  reasonable  degree  of  certainty 
and  clarity  will  be  added  to  the  law  in  this  area.  The  committee 
anticipates  that  in  most  cases,  the  combination  of  translating  ac- 
crued taxes  in  this  manner  and  exempting  certain  translation  dif- 
ferences from  redetermination  should  significantly  alleviate 
present-law  complexities,  but  should  not  provide  results  that  are 
materially  different  from  those  that  would  appropriately  be 
reached  under  present  law. 

One  of  the  fundamental  premises  behind  the  amendments  en- 
acted in  1986  with  respect  to  the  translation  of  foreign  taxes  was 
that  foreign  taxes  paid  by  foreign  corporations  should  be  translated 
in  the  same  manner  as  foreign  taxes  paid  by  foreign  branches  of 
U.S.  persons.  In  keeping  with  that  premise,  the  committee  believes 
that  any  provision  to  allow  the  use  of  average  exchange  rates  for 
this  purpose  or  to  allow  for  translation  in  years  to  which  accrued 
taxes  relate  should  be  made  equally  applicable  to  foreign  branches 
and  subsidiaries. 

Explanation  of  Provision 

In  general 

The  bill  sets  forth  two  sets  of  operating  rules  for  the  translation 
of  foreign  taxes.  The  first  set  establishes  new  rules  for  the  transla- 
tion of  certain  accrued  foreign  taxes.  The  other  set  modifies  the 
rules  of  present  law  for  translating  all  other  foreign  taxes. 

Translation  of  foreign  taxes 

Translation  of  certain  accrued  foreign  taxes 

With  respect  to  taxpayers  who  take  foreign  income  taxes  into  ac- 
count when  accrued  for  purposes  of  determining  the  foreign  tax 
credit,  the  bill  generally  permits  foreign  taxes  to  be  translated  at 
the  average  exchange  rate  for  the  taxable  year  to  which  such  taxes 
relate.  If  tax  in  excess  of  the  accrued  amount  is  actually  paid,  such 
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excess  amount  would  be  translated  using  the  exchange  rate  in 
effect  as  of  the  time  of  payment. 

This  set  of  rules  does  not  apply  (1)  to  taxpayers  that  are  not  on 
the  accrual  basis  for  determining  creditable  foreign  taxes,  (2)  with 
respect  to  taxes  of  an  accrual-basis  taxpayer  that  are  actually  paid 
in  a  taxable  year  prior  to  the  year  to  which  they  relate,  or  (3)  to 
the  extent  provided  in  regulations,  to  tax  payments  denominated  in 
a  currency  determined  to  be  an  inflationary  currency  in  accord- 
ance with  such  regulations.  The  committee  intends  that  the  Secre- 
tary will  have  discretion  to  define  "inflationary"  for  this  purpose 
so  as  to  take  into  account  the  particular  need  under  this  provision 
to  avoid  distortions  in  the  computation  of  the  foreign  tax  credit.  In 
addition,  as  discussed  in  detail  below,  this  set  of  rules  does  not 
apply  to,  and  thus  a  redetermination  of  foreign  tax  is  required  for, 
any  foreign  income  tax  paid  after  the  date  two  years  after  the  close 
of  the  taxable  year  to  which  such  taxes  relate. 

For  example,  assume  that  in  year  1  a  taxpayer  accrues  1,000 
units  of  foreign  tax  that  relate  to  year  1.  Further  assume  that  as  of 
the  end  of  year  1  the  tax  is  unpaid  and  the  currency  involved  is  not 
treated  as  inflationary  by  the  Secretary  for  translation  purposes.  In 
this  case,  the  bill  provides  that  the  taxpayer  would  translate  1,000 
units  of  accrued  foreign  tax  into  U.S.  dollars  at  the  average  ex- 
change rate  for  year  l.6  If  the  1,000  units  of  tax  were  paid  by  the 
taxpayer  in  either  year  2  or  year  3,  no  redetermination  of  foreign 
tax  would  be  required.  If,  any  portion  of  the  tax  so  accrued  re- 
mained unpaid  as  of  the  end  of  year  3,  however,  the  taxpayer 
would  be  required  to  redetermine  its  foreign  tax  accrued  in  year  1 
to  account  for  the  accrued  but  unpaid  tax. 

As  another  example,  assume  a  taxpayer  accrues  1,000  units  of 
foreign  tax  in  year  2,  but  pays  the  tax  in  year  1.  Also  assume  that 
the  tax  relates  to  year  2.  In  this  case,  the  taxpayer  would  translate 
the  tax  using  the  exchange  rate  as  of  the  time  the  tax  is  paid  (i.e., 
using  the  applicable  year  1  exchange  rate)  since  the  tax  is  paid  in  a 
year  prior  to  the  year  to  which  it  relates. 

As  an  illustration  of  what  is  meant  by  the  taxable  year  to  which 
taxes  relate,  assume  that  a  foreign  corporation  is  charged  by  a  for- 
eign government  with  an  income  tax  of  100  units  for  1993.  Assume 
that  the  currency  involved  is  not  treated  as  inflationary  by  the  Sec- 
retary for  translation  purposes  under  the  provision.  Due  to  a  con- 
test between  the  foreign  government  and  the  corporation  that  ends 
in  1994,  the  100  units  of  tax  are  not  paid  until  1994.  Assume  that 
under  the  U.S.  rules  governing  accrual,  the  foreign  tax  accrues  for 

1993  but  does  not  do  so  until  1994. 7  Under  the  bill,  the  taxes  will 
be  translated  at  the  rate  in  effect  for  1993,  because  the  taxes  relate 
to  1993,  even  though  they  did  not  accrue  until  1994.  If  instead  the 
contest  was  over,  and  the  taxes  were  accrued  and  paid,  in  1998,  the 
translation  rate  used  would  be  that  of  1998,  rather  than  1993  be- 
cause 1998  is  more  than  2  years  after  the  end  of  1993.  Now  assume 
that  the  contest  was  over  in  1998,  but  the  taxes  were  deposited  in 

1994  and  not  accrued  until  1998.  These  taxes  are  paid  before  the 
beginning  of  the  year  in  which  the  taxes  were  accrued  (1998),  but 


6  The  same  result  would  occur  if  the  1,000  units  of  tax  were  both  accrued  and  paid  in  year  1. 

7  See,  e.g.,  Rev.  Rul.  84-125,  1984-2  C.B.  125. 
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after  the  year  to  which  the  taxes  relate  (1993).  Thus,  under  the  bill, 
the  taxes  may  be  translated  at  the  rate  for  the  year  (1993)  to  which 
the  taxes  relate.  If  the  taxes  are  instead  paid  in  1996,  under  the 
provision  they  will  be  translated  at  the  relevant  rate  for  1996  be- 
cause 1996  is  more  than  2  years  after  the  end  of  1993. 

As  an  additional  illustration  of  what  is  meant  under  the  bill  as 
the  taxable  year  to  which  taxes  relate,  assume  that  a  foreign  corpo- 
ration accrues  a  foreign  income  tax  of  100  units  of  noninflationary 
currency  for  1993.  Further  assume  that  the  actual  amount  of  for- 
eign tax  liability  of  the  foreign  corporation  for  1993  is  110  units,  all 
of  which  is  paid  in  1994.  Under  the  bill,  the  110  units  of  foreign  tax 
are  translated  at  the  rate  in  effect  for  1993  because  the  taxes  relate 
to  1993,  even  though  the  total  tax  liability  for  that  year  was  not 
actually  accrued  by  the  taxpayer  in  1993. 

Finally,  assume  that  under  foreign  law,  a  foreign  income  tax  li- 
ability accrues  in  1998  under  a  long-term  contract  method  of  ac- 
counting, but  advance  deposits  of  that  liability  accruing  in  1998  are 
made  in  each  of  the  years  1993  through  1997.  The  committee  in- 
tends that  if  the  payments  in  1993  through  1997  are  treated  as  re- 
lating to  1998,  these  payments  are  nevertheless  to  be  translated  at 
the  relevant  rates  for  1993  through  1997.  Although  the  bill  pro- 
vides a  rule  for  translation  of  the  taxes  in  this  case,  no  change  is 
intended  as  to  the  application  of  present  law  accounting  rules  de- 
termining the  year  for  which  the  taxes  are  eligible  for  credit  or  de- 
duction for  U.S.  income  tax  purposes. 

Translation  of  all  other  foreign  taxes 

Foreign  taxes  not  eligible  for  application  of  the  preceding  rules 
generally  are  translated  into  U.S.  dollars  using  the  exchange  rates 
as  of  the  time  such  taxes  are  paid.  The  bill  grants  the  Secretary  of 
the  Treasury  authority  to  issue  regulations  that  would  allow  for- 
eign tax  payments  made  by  a  foreign  corporation  or  by  a  foreign 
branch  of  a  U.S.  person  to  be  translated  into  U.S.  dollar  amounts 
using  an  average  U.S.  dollar  exchange  rate  for  a  specified  period. 
The  committee  anticipates  that  the  applicable  average  exchange 
rate  would  be  the  rate  as  published  by  a  qualified  source  of  ex- 

|    change  rate  information  for  the  period  during  which  the  tax  pay- 

j    ments  were  made. 

j    Redetermination  of  foreign  taxes 

As  revised  by  the  bill,  section  905(c)  requires  foreign  tax  redeter- 
j    minations  to  occur  in  three  cases:  (1)  if  accrued  taxes  when  paid  (in 
'    foreign  currency)  differ  from  the  amounts  claimed  (in  foreign  cur- 
i    rency)  as  credits  by  the  taxpayer,  (2)  if  accrued  taxes  are  not  paid 
before  the  date  two  years  after  the  close  of  the  taxable  year  to 
i    which  such  taxes  relate,  and  (3)  if  any  tax  paid  is  refunded  in 
whole  or  in  part.  Thus,  for  example,  the  bill  provides  that  if  at  the 
I   close  of  the  second  taxable  year  after  the  close  of  the  accrual  year 
any  tax  so  accrued  has  not  yet  been  paid,  a  foreign  tax  redetermi- 
I   nation  under  section  905(c)  is  required  for  the  amount  of  such 
unpaid  tax.  That  is,  the  accrual  of  any  tax  that  is  unpaid  as  of  that 
date  would  be  retroactively  denied.  In  cases  where  a  redetermina- 
tion is  required,  as  under  present  law,  the  bill  specifies  that  the 
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taxpayer  must  notify  the  Secretary,  who  shall  redetermine  the 
amount  of  the  tax  for  the  year  or  years  affected. 

The  bill  provides  that  in  the  case  of  accrued  taxes  not  paid 
within  the  date  two  years  after  the  close  of  the  taxable  year  to 
which  such  taxes  relate,  whether  or  not  such  taxes  were  previously 
accrued,  any  such  taxes  if  subsequently  paid  are  taken  into  account 
for  the  taxable  year  in  which  paid,  and  no  redetermination  with 
respect  to  the  original  year  of  accrual  is  required  on  account  of 
such  payment.  In  such  a  case,  those  taxes  would  be  translated  into 
U.S.  dollar  amounts  using  the  exchange  rates  in  effect  for  the 
period  during  which  such  taxes  are  paid.  Nothing  in  the  bill  is  in- 
tended to  change  present  law  as  to  the  length  of  time  after  the 
year  to  which  the  redetermination  relates  within  which  redeter- 
minations may  be  made  or  required.8 

Effective  Date 

The  provision  is  effective  for  taxes  paid  (in  the  case  of  taxpayers 
using  the  cash  basis  for  determining  the  foreign  tax  credit)  or  ac- 
crued (in  the  case  of  taxpayers  using  the  accrual  basis  for  deter- 
mining the  foreign  tax  credit)  in  taxable  years  beginning  after  De- 
cember 31,  1991. 

With  respect  to  taxes  of  an  accrual-basis  taxpayer  that  relate  to 
a  taxable  year  beginning  before  January  1,  1992,  the  return  for 
which  (if  one  were  due)  would  not  yet  be  due  on  date  of  enactment 
(taking  into  account  extensions  of  time  to  file),  the  committee  con- 
templates that  the  Secretary  would,  in  appropriate  circumstances, 
provide  taxpayers  with  a  reasonable  average-rate  method  for  trans- 
lating such  taxes  that  are  not  paid  until  after  the  effective  date  of 
the  bill. 

4.  Foreign  Tax  Credit  Limitation  Under  the  Alternative  Minimum 
Tax  (Sec.  4422  of  the  Bill  and  Sec.  59(a)  of  the  Code) 

Present  Law 

Computing  foreign  tax  credit  limitations  requires  the  allocation 
and  apportionment  of  deductions  between  items  of  foreign  source 
and  U.S.  source  income.  Foreign  tax  credit  limitations  must  be 
computed  both  for  regular  tax  purposes  and  for  purposes  of  the  al- 
ternative minimum  tax  (AMT).  Consequently,  after  allocating  and 
apportioning  deductions  for  regular  tax  foreign  tax  credit  limita- 
tion purposes,  additional  allocations  and  apportionments  generally 
must  be  performed  in  order  to  compute  the  AMT  foreign  tax  credit 
limitation. 

Reasons  for  Change 

The  process  of  allocating  and  apportioning  deductions  for  pur- 
poses of  calculating  the  regular  and  AMT  foreign  tax  credit  limita- 
tions can  be  complex.  Taxpayers  that  have  allocated  and  appor- 
tioned deductions  for  regular  tax  foreign  tax  credit  purposes  gener- 
ally must  reallocate  and  reapportion  the  same  deductions  for  AMT 


8  See  sec.  6501(c)(5).  See  also,  e.g.,  Pacific  Metals  Corp.  v.  Commissioner,  1  T.C.  1028  (1943); 
Texas  Co.  (Caribbean)  Ltd.  v.  Commissioner,  12  T.C.  925  (1949). 
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foreign  tax  credit  purposes,  based  on  assets  and  income  that  reflect 
AMT  adjustments  (including  depreciation).  However,  the  differ- 
ences between  regular  taxable  income  and  alternative  minimum 
taxable  income  are  often  relevant  primarily  to  U.S.  source  income. 
As  a  result  of  the  combined  effects  of  these  differences,  the  commit- 
tee believes  that  foreign  source  alternative  minimum  taxable 
income  generally  will  not  differ  significantly  from  foreign  source 
regular  taxable  income.  By  permitting  taxpayers  to  use  foreign 
source  regular  taxable  income  in  computing  their  AMT  foreign  tax 
credit  limitation,  the  bill  eliminates  the  need  to  reallocate  and  re- 
apportion every  deduction. 

Explanation  of  Provision 

The  bill  permits  taxpayers  to  elect  to  use  as  their  AMT  foreign 
tax  credit  limitation  fraction  the  ratio  of  foreign  source  regular 
taxable  income  to  entire  alternative  minimum  taxable  income, 
rather  than  the  ratio  of  foreign  source  alternative  minimum  tax- 
able income  to  entire  alternative  minimum  taxable  income.  For- 
eign source  regular  taxable  income  may  be  used,  however,  only  to 
the  extent  it  does  not  exceed  entire  alternative  minimum  taxable 
income.  In  the  event  that  foreign  source  regular  taxable  income 
does  exceed  entire  alternative  minimum  taxable  income,  and  the 
taxpayer  has  income  in  more  than  one  foreign  tax  credit  limitation 
category,  the  committee  intends  that  the  foreign  source  taxable 
income  in  each  such  category  generally  shall  be  reduced  by  a  pro 
rata  portion  of  that  excess. 

The  election  under  the  bill  is  available  only  in  the  first  taxable 
year  beginning  after  December  31,  1992,  for  which  the  taxpayer 
claims  an  AMT  foreign  tax  credit.  A  taxpayer  will  be  treated,  for 
this  purpose,  as  claiming  an  AMT  foreign  tax  credit  for  any  tax- 
able year  for  which  the  taxpayer  chooses  to  have  the  benefits  of 
the  foreign  tax  credit,  and  in  which  the  taxpayer  is  subject  to  the 
alternative  minimum  tax  or  would  be  subject  to  the  alternative 
minimum  tax  but  for  the  availability  of  the  AMT  foreign  tax 
credit.  The  election  applies  to  all  subsequent  taxable  years,  and 
may  be  revoked  only  with  the  permission  of  the  Secretary  of  the 
Treasury. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  Decem- 
ber 31,  1992. 

5.  Inbound  and  Outbound  Transfers  (Sees.  4423  and  4424  of  the  Bill 
and  Sees.  367,  1057,  and  1491-1494  of  the  Code) 

Present  Law 

Outbound  transfers 

Corporate  nonrecognition  provisions 

Certain  types  of  exchanges  relating  to  the  organization,  reorgani- 
zation, and  liquidation  of  a  corporation  can  be  made  without  recog- 
nition of  gain  to  the  corporation  involved  or  to  its  shareholders.  In 
1932  Congress  enacted  an  exception  to  the  nonrecognition  rules, 
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which  became  section  367  of  the  1954  Code,  for  the  case  where  such 
an  exchange  involves  a  foreign  corporation.  The  legislative  history 
indicates  that  the  exception  was  enacted  in  order  to  prevent  tax 
avoidance  that  might  have  otherwise  occurred  upon  the  transfer  of 
appreciated  property  outside  U.S.  tax  jurisdiction.1  Under  that  pro- 
vision, in  determining  the  extent  to  which  gain  (but  not  loss)  was 
recognized  in  these  exchanges,  a  foreign  corporation  was  not  con- 
sidered a  corporation  unless  it  was  established  to  the  satisfaction  of 
the  IRS  that  the  exchange  was  not  in  pursuance  of  a  plan  having 
as  one  of  its  principal  purposes  the  avoidance  of  Federal  income 
taxes. 

The  Code  now  provides  that  if  a  U.S.  person  transfers  property  to 
a  foreign  corporation  in  connection  with  certain  corporate  organi- 
zations, reorganizations,  or  liquidations,  the  foreign  corporation 
will  not,  for  purposes  of  determining  the  extent  to  which  gain  is 
recognized  on  such  transfer,  be  considered  to  be  a  corporation  (sec. 
367(a)(1)).  Various  exceptions  to  the  operation  of  this  rule  are  pro- 
vided, including  a  broad  grant  of  authority  to  provide  exceptions  by 
regulation.  The  statutory  language  has  changed  substantially  since 
1932,  but  it  has  retained  in  large  part  its  primary  operative 
result — that  of  treating  a  foreign  corporation  as  not  a  corporation. 
Since  corporate  status  is  essential  to  qualify  for  the  tax-free  organi- 
zation, reorganization,  and  liquidation  provisions,  failure  to  satisfy 
the  requirements  of  section  367  could  result  in  the  recognition  of 
gain  to  the  participant  corporations  and  shareholders. 

Excise  tax  on  transfers  to  a  foreign  entity 

At  the  same  time  that  Congress  enacted  the  original  predecessor 
of  current  section  367,  Congress  also  enacted  an  excise  tax  on  out- 
bound transfers  that  might  not  constitute  income  tax  recognition 
events  even  after  imposition  of  the  anti-avoidance  income  tax  rule 
adopted  for  corporate  transactions.  As  in  the  case  of  the  corporate 
nonrecognition  override  provision,  the  purpose  of  the  excise  tax 
was  to  check  transfers  of  property  in  which  there  was  a  large  ap- 
preciation in  value  to  foreign  entities  for  the  purpose  of  avoidance 
of  taxes  on  capital  gains.2  Therefore,  as  in  the  case  of  the  corporate 
provision,  the  excise  tax  generally  has  been  imposed  only  in  certain 
cases  where  it  has  been  believed  necessary  or  appropriate  to  pre- 
serve U.S.  tax  on  appreciated  assets. 

Under  present  law,  the  excise  tax  generally  applies  on  transfers 
of  property  by  a  U.S.  person  to  a  foreign  corporation — as  paid-in 
surplus  or  as  a  contribution  to  capital — or  to  a  foreign  estate,  trust, 
or  partnership.  The  tax  is  35  percent  of  the  amount  of  gain  inher- 
ent in  the  property  transferred,  but  not  recognized  for  income  tax 
purposes  at  the  time  of  the  transfer  (sec.  1491).  For  income  tax  pur- 
poses, the  basis  of  the  property  whose  appreciation  and  transfer 
triggers  the  tax  is  not  increased  to  account  for  imposition  of  the 
tax. 

The  excise  tax  does  not  apply  in  certain  cases  where  the  transfer- 
ee is  exempt  from  U.S.  tax  under  Code  sections  501-505  (sec. 
1492(1)).  In  addition,  the  excise  tax  does  not  apply  in  some  cases 


1  H.R.  Rep.  No.  708,  72d  Cong.,  1st  Sess.  20  (1932). 

2  Id.  at  52. 
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where  income  tax  rules  governing  outbound  transfers  apply,  either 
by  their  terms  or  by  the  election  of  the  taxpayer.  Thus,  the  excise 
tax  does  not  apply  to  a  transfer  described  in  section  367,  or  to  a 
transfer  not  described  in  section  367  but  with  respect  to  which  the 
taxpayer  elects  (before  the  transfer)  the  application  of  principles 
j  similar  to  the  principles  of  section  367  (sec.  1492(2)). 

In  addition,  a  taxpayer  may  elect  (under  regulations  prescribed 
by  the  Secretary)  to  treat  a  transfer  described  in  section  1491  as  a 
sale  or  exchange  of  the  property  transferred  and  to  recognize  as 
gain  (but  not  loss)  in  the  year  of  the  transfer  the  excess  of  the  fair 
market  value  of  the  property  transferred  over  the  adjusted  basis 
(for  determining  gain)  of  the  property  in  the  hands  of  the  transfer- 
or (sec.  1057;  Treas.  Reg.  sec.  7.0).  To  the  extent  that  gain  is  recog- 
nized pursuant  to  the  election  in  the  year  of  the  transfer,  the 
transfer  is  not  subject  to  the  excise  tax,  and  the  basis  of  the  proper- 
ty in  the  hands  of  the  transferee  will  be  increased  by  the  amount 
of  gain  received  (sec.  1492(3)).  The  legislative  history  of  the  elective 
income  recognition  provision  indicates  that  the  making  of  an  elec- 
tion which  has  as  one  of  its  principle  purposes  the  avoidance  of 
Federal  income  taxes  is  not  permitted.3 

The  excise  tax  is  due  at  the  time  of  the  transfer  (sec.  1494(a)). 
Under  regulations,  the  excise  tax  may  be  abated,  remitted,  or  re- 
funded if  the  taxpayer,  after  the  transfer,  elects  the  application  of 
principles  similar  to  the  principles  of  section  367  (sec.  1494(b)). 

Inbound  corporate  transfers 

Although  the  legislative  history  of  the  1932  Act  indicated  a  con- 
cern with  outbound  transfers,  the  statutory  standard  for  determin- 
ing that  a  transaction  did  not  have  as  one  of  its  principal  purposes 
tax  avoidance  evolved  through  administrative  interpretation  into  a 
requirement  that,  in  the  case  of  transfers  into  the  United  States  by 
a  foreign  corporation,  tax-free  treatment  generally  would  be  per- 
mitted only  if  the  U.S.  tax  on  accumulated  earnings  and  profits 
was  paid.  For  example,  in  1968,  the  IRS  issued  guidelines  (Rev. 
Proc.  68-23,  1968-1  C.B.  821)  as  to  when  favorable  rulings  "ordinari- 
ly" would  be  issued.  As  a  condition  of  obtaining  a  favorable  ruling 
with  respect  to  certain  transactions,  the  section  367  guidelines  re- 
quired the  taxpayer  to  agree  to  include  certain  items  in  income 
(the  amount  to  be  included  was  called  the  section  367  toll  charge). 
For  example,  if  the  transaction  involved  the  liquidation  of  a  foreign 
corporation  into  a  domestic  parent  corporation,  a  favorable  ruling 
was  issued  if  the  domestic  parent  agreed  to  include  in  its  income  as 
a  dividend  for  the  taxable  year  in  the  which  the  liquidation  oc- 
curred the  portion  of  the  accumulated  earnings  and  profits  of  the 
foreign  corporation  which  were  properly  attributable  to  the  domes- 
tic corporation's  stock  interest  in  the  foreign  corporation  (Rev. 

|  Proc.  68-23,  sec.  3.01(1);  see  also  sec.  3.03(l)(b)). 

Absence  of  a  toll  charge  on  accumulated  earnings  of  a  foreign 

i  corporation  upon  liquidation  or  asset  reorganization  into  a  U.S. 

I  corporation  clearly  would  permit  avoidance  of  tax.  For  example,  if 
a  U.S.  corporation  owns  100  percent  of  the  stock  of  a  U.S.  subsidi- 


3  Staff  of  the  Joint  Committee  on  Taxation,  94th  Cong.,  2d  Sess.,  "General  Explanation  of  the 
Tax  Reform  Act  of  1976,"  at  226  (1976). 
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ary,  no  tax  is  imposed  either  on  a  dividend  from  the  subsidiary  to 
the  parent  (sec.  243)  or  the  liquidation  of  the  subsidiary  into  the 
parent  (sees.  332  and  337).  In  each  case,  the  earnings  of  the  subsidi- 
ary already  have  been  subject  to  U.S.  tax  jurisdiction,  and  the  liq- 
uidation provisions  allow  nonrecognition  of  gain  inherent  in  appre- 
ciated property  of  the  subsidiary.  On  the  other  hand,  if  a  U.S.  cor- 
poration owns  100  percent  of  the  stock  of  a  foreign  subsidiary, 
earnings  of  the  subsidiary  generally  are  not  subject  to  current  U.S. 
tax.  Instead,  tax  generally  is  imposed  on  a  dividend  from  the  sub- 
sidiary to  the  parent,  net  of  creditable  foreign  taxes.  If  a  liquida- 
tion of  the  subsidiary  could  be  accomplished  tax-free  under  the 
Code,  U.S.  tax  on  its  earnings  would  be  avoided;  more  generally, 
the  parent  would  be  able  to  succeed  to  the  basis  and  other  tax  at- 
tributes of  the  foreign  corporation  without  having  subjected  to  U.S. 
tax  jurisdiction  the  earnings  that  gave  rise  to  those  tax  attributes. 

Outbound  transfers  since  the  Tax  Reform  Act  of  1976 

For  purposes  of  the  transactions  described  above,  section  367 
(and  its  predecessors)  remained  largely  unchanged  between  1932 
and  1976.  In  1976,  however,  a  number  of  problems  caused  Congress 
to  revise  section  367.  One  result  of  the  1976  revision  was  to  sepa- 
rate the  provision  into  2  sets  of  rules:  one  set  dealing  with  out- 
bound transfers,  where  the  statutory  aim  is  to  prevent  the  removal 
of  appreciated  assets  or  inventory  from  U.S.  tax  jurisdiction  prior 
to  their  sale  (sec.  367(a)),  and  the  other  set  dealing  with  both  trans- 
fers into  the  United  States  and  those  which  are  exclusively  foreign 
(sec.  367(b)). 

Section  367(b)  now  provides,  in  part,  that  in  the  case  of  certain 
exchanges  in  connection  with  which  there  is  no  transfer  of  proper- 
ty described  in  section  367(a)(1),  a  foreign  corporation  will  be  con- 
sidered to  be  a  corporation  except  to  the  extent  provided  in  regula- 
tions which  are  necessary  or  appropriate  to  prevent  the  avoidance 
of  Federal  income  taxes. 

Although  it  is  clear  that  absence  of  a  toll  charge  on  accumulated 
earnings  of  a  foreign  corporation  upon  liquidation  or  reorganiza- 
tion into  a  U.S.  corporation  leads  to  avoidance  of  tax,  and  Congress 
in  1976  noted  without  disapproval  the  adoption  of  IRS  positions 
that  would  prevent  the  avoidance  of  tax  in  these  cases,4  neither 
section  367(b)  as  revised  in  1976,  nor  its  predecessors,  were  drafted 
in  such  a  way  that  directly  causes  tax  to  be  imposed  on  foreign 
earnings. 

For  example,  assume  that  a  U.S.  corporation  owns  100  percent  of 
the  stock  of  a  liquidating  foreign  corporation,  and,  pursuant  to  reg- 
ulations under  section  367(b),  the  foreign  corporation  is  not  treated 
as  a  corporation  for  purposes  of  section  332.  In  that  case,  the  U.S. 
corporation  would  be  required  under  the  Code  to  recognize  the  dif- 
ference between  the  basis  and  the  value  of  its  stock  in  the  foreign 
corporation.  That  gain,  however,  may  be  more  or  less  than  the  ac- 
cumulated earnings  of  the  foreign  corporation  attributable  to  the 
period  when  the  U.S.  corporation  owned  the  stock  of  the  foreign 
corporation. 


4  E.g.,  Staff  of  the  Joint  Comm.  on  Taxation,  94th  Cong.,  2d  Sess.,  "General  Explanation  of  the 
Tax  Reform  Act  of  1976,"  at  264  (1976). 


207 


Perhaps  as  a  result,  neither  the  present  temporary  regulations 
nor  the  recently  proposed  regulations  under  section  367(b)  mandate 
a  tax  based  on  the  accumulated  earnings  of  a  foreign  corporation 
that  liquidates  or  reorganizes  into  a  U.S.  corporation.  The  tempo- 
rary regulations  allow  the  taxpayer  to  elect  treatment  of  the  for- 
eign corporation  as  a  corporation  if  the  tax  on  earnings  is  paid.  If 
the  taxpayer  chooses  not  to  make  the  election,  the  foreign  corpora- 
tion is  not  treated  as  a  corporation  under  the  relevant  nonrecogni- 
tion  provision  (e.g.,  sec.  332,  354),  but  is  treated  as  a  corporation  for 
other  purposes,  such  as  for  purposes  of  the  basis  rules  (sees.  334, 
358,  362),  and  carryover  provisions  (sec.  381)  (Temp.  Treas.  Reg. 
sees.  7.367(b)-5(b)  and  7.367(b)-7(c)(2)).  The  proposed  regulations 
generally  require  that  the  foreign  corporation  be  treated  as  a  cor- 
poration, and  permit  the  taxpayer  to  elect  either  to  pay  the  tax  on 
earnings,  or  to  pay  tax  on  the  gain;  but  if  the  latter  option  is 
chosen,  adjustments  must  be  made  to  either  net  operating  loss  car- 
ryovers, capital  loss  carryovers,  or  asset  bases  (Proposed  Treas. 
Reg.  sec.  1.367(b)-3(b)(2)). 

Reasons  for  Change 

Outbound  transfers 

The  excise  tax  was  intended  to  prevent  U.S.  taxpayers  from 
transferring  appreciated  property  to  foreign  entities  in  attempts  to 
avoid  the  payment  of  a  capital  gains  tax.  During  the  60  years  since 
its  enactment,  the  excise  tax  potentially  due  on  a  transfer  has  only 
roughly  approximated  the  income  tax  consequences  that  would 
have  flowed  from  gain  recognition.  In  some  cases  the  excise  tax  has 
been  much  harsher  than  that  income  tax.5  Nevertheless,  it  is  and 
has  been  the  case  that  any  taxpayer  could  properly  avoid  the 
excise  tax  by  subjecting  itself  to  the  income  tax.  The  committee  un- 
derstands that  in  some  cases  taxpayers  are  subject  to  the  excise  tax 
only  because  of  inadvertent  failure  to  elect  to  be  subject  to  income 
tax.  The  committee  understands  that  in  order  to  defeat  the  tax 
avoidance  possibilities  of  outbound  transfers,  in  appropriate  cases 
taxpayers  need  be  subject  to  income  tax  on  transfers  of  appreciated 
property  to  foreign  entities,  but  not  an  excise  tax. 

Some  have  argued  that  partnership  and  trust  provisions  added  to 
the  Code  since  1932  generally  obviate  any  need  for  either  the 
excise  tax  or  any  new  alternative  provision.  The  committee  does 
not  agree.  Implementation  of  many  of  those  provisions  requires 
regulations  that  may  or  may  not  exist,  and  may  or  may  not  ade- 
quately prevent  the  tax  avoidance  that  prompted  enactment  of  the 
excise  tax.  The  committee  believes  that  other  statutes,  while  repre- 
senting an  improvement  over  pre-1932  law  from  the  standpoint  of 
preventing  abuses,  do  not  in  all  cases  represent  an  adequate  back- 
stop where  there  is  a  failure  to  elect  gain  recognition  or  application 
of  section  367  principles. 


5  When  the  excise  tax  was  enacted,  the  income  tax  on  capital  gains  of  individuals  was  12.5 
percent;  the  excise  tax  was  25  percent  (Revenue  Act  of  1932,  sees.  101  and  901). 
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Inbound  transfers 

The  committee  believes  that  the  uncertainty  surrounding  the 
IRS  authority  to  impose  conditions  on  the  treatment  of  a  foreign 
corporation  as  a  corporation,  in  cases  other  than  outbound  trans- 
fers, is  not  suited  to  prevent  the  avoidance  of  tax  through  the  use 
of  foreign  corporations  in  the  most  straightforward  fashion. 

For  example,  assume  that  a  U.S.  corporation  establishes  a  100 
percent-owned  foreign  corporation  witn  capital  of  $100  cash. 
Assume  that  the  foreign  corporation  spends  $50  on  operating  assets 
and  $50  on  investment  assets,  and  that  the  operating  assets  gener- 
ate $100  of  earnings  and  profits.  Assume  that  the  value  and  tax 
basis  of  operating  assets  maintained  by  the  company  remains  at 
$50,  while  the  value  of  the  investment  assets  declines  to  $25,  so 
that  the  stock  in  the  foreign  corporation  is  worth  $175.  Upon  liqui- 
dation of  the  foreign  corporation,  assume  that  the  taxpayer  could 
avail  itself  of  a  gain  limitation.  Potentially,  the  taxpayer  might 
achieve  a  double  deduction  of  the  $25  loss  on  the  investment;  once 
by  sheltering  $25  of  earnings  from  taxation  on  repatriation,  and 
again  when  the  loss  on  the  investment  asset  is  realized  upon  dispo- 
sition of  that  asset.6 

The  committee  understands  that  the  ambiguity  of  the  statute  in 
this  case  may  foster  complexity.  For  example,  in  the  absence  of 
regulations,  the  statute  authorizes  treatment  of  the  foreign  corpo- 
ration as  a  corporation,  and  non-taxation  of  any  earnings  of  the 
foreign  corporation.  To  prevent  this  clear  avoidance  of  tax,  the  IRS 
is  authorized  to  provide  for  a  different  treatment  of  the  foreign  cor- 
poration by  regulations.  On  one  hand,  it  could  be  argued  that  the 
most  the  IRS  can  do  in  this  case  is  to  treat  the  transaction  as  if 
section  332  did  not  exist  (resulting  in  gain  recognition  to  the  parent 
of  $75).  On  the  other  hand,  it  could  be  argued  that  the  Secretary  is 
authorized  to  mandate  the  treatment  of  the  foreign  corporation  as 
a  corporation,  subject  to  whatever  regulations  are  necessary  or  ap- 
propriate to  prevent  the  avoidance  of  tax  on  the  repatriated  earn- 
ings. One  result  of  the  ambiguity  is  a  recently  proposed  regulation 
under  which  $75  of  the  earnings  are  taxed  upon  the  liquidation, 
with  the  remaining  $25  of  earnings  subject  to  future  tax  through  a 
mandatory  reduction  of  certain  tax  attributes,  such  as  bases  in  the 
operating  assets.  The  committee  believes  that  requiring  full  tax- 
ation of  the  repatriated  earnings  is  reasonable  as  a  matter  of  the 
historic  function  of  section  367  to  prevent  tax  avoidance  in  inbound 
cases,  and  that  such  tax-avoidance  can  be  prevented  more  directly 
and  simply  by  explicitly  authorizing  the  IRS  to  dispense  with  the 
gain  limitation  in  appropriate  cases. 

Explanation  of  Provisions 

Outbound  transfers 

The  bill  repeals  the  excise  tax  on  outbound  transfers.  In  its 
place,  the  bill  requires  the  full  recognition  of  gain  on  a  transfer  of 
property  by  a  U.S.  person  to  a  foreign  corporation  as  paid-in  sur- 
plus, or  as  a  contribution  to  capital,  or  to  a  foreign  estate,  trust,  or 


6  Cf.  Tech.  Advice  Memo.  9003005  (Sept.  28,  1989). 


209 


partnership.  The  Secretary  may,  however,  in  lieu  of  applying  this 
full  recognition  rule,  provide  regulations  under  which  principles 
similar  to  the  principles  of  section  367  shall  apply  to  any  such 
transfer.  Moreover,  the  Secretary  may  provide  rules  under  which 
recognition  of  gain  will  not  be  triggered  by  section  1491  in  cases 
where  the  Secretary  is  satisfied  that  application  of  other  Code  rules 
(such  as  those  relating  to  partnerships  or  trusts)  will  prevent  the 
avoidance  of  tax  consistent  with  the  purposes  of  the  bill.  Full  recog- 
nition of  gain  can  also  be  avoided  in  the  case  of  a  transfer  de- 
scribed in  section  367.  The  committee  anticipates  that  prior  to  the 
promulgation  of  regulations,  the  Secretary  generally  will  continue 
to  permit  taxpayers  to  elect  the  application  of  principles  similar  to 
the  principles  of  section  367,  provided  the  election  is  made  by  the 
time  for  filing  the  income  tax  return  for  the  taxable  year  of  the 
transfer. 

Inbound  transfers 

The  bill  provides  that  in  the  case  of  certain  corporate  organiza- 
tions, reorganizations,  and  liquidations  described  in  section  332, 
351,  354,  355,  356,  or  361  in  which  the  status  of  a  foreign  corpora- 
tion as  a  corporation  is  a  condition  for  nonrecognition  by  a  party  to 
the  transaction,  income  shall  be  recognized  to  the  extent  provided 
in  regulations  prescribed  by  the  Secretary  which  are  necessary  or 
appropriate  to  prevent  the  avoidance  of  Federal  income  taxes.  This 
provision  is  limited  in  its  application,  under  the  bill,  so  as  not  to 
apply  to  a  transaction  in  which  the  foreign  corporation  is  not  treat- 
ed as  a  corporation  under  section  367(a)(1).  Thus,  the  bill  permits 
the  IRS  to  provide  by  regulations  for  recognition  of  income,  with- 
out regard  to  the  amount  of  gain  that  would  be  recognized  in  the 
absence  of  the  relevant  nonrecognition  provision  listed  above.  As 
under  current  law,  such  regulations  will  be  subject  to  normal  court 
review  as  to  whether  they  are  necessary  or  appropriate  for  the  pre- 
vention of  avoidance  of  Federal  income  taxes. 

In  addition,  the  bill  clarifies  that  rules  for  income  recognition 
under  section  367(b)  may  also  be  applied  in  a  case  involving  a 
transfer  literally  described  in  section  367(a)(1),  where  necessary  or 
appropriate  to  prevent  the  avoidance  of  Federal  income  taxes.7 

Effective  Date 

The  provision  that  amends  the  outbound  rules  and  repeals  the 
excise  tax  applies  to  transfers  after  date  of  enactment.  The  provi- 
sion that  amends  section  367(b)  applies  to  transfers  after  Decem- 
ber 31,  1993. 


7  See  Temp.  Treas.  Reg.  sec.  7.367(b)-4(b);  Proposed  Treas.  Reg.  sec.  1.367(a)-3(a). 
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Subtitle  E.  Treatment  of  Intangibles 

1.  Amortization  of  Goodwill  and  Certain  Other  Intangibles  (Sec. 
4501  of  the  Bill  and  Sees.  167,  1060,  1253,  and  New  Sec.  197  of 
the  Code) 

Present  Law 

In  determining  taxable  income  for  Federal  income  tax  purposes, 
a  taxpayer  is  allowed  depreciation  or  amortization  deductions  for 
the  cost  or  other  basis  of  intangible  property  that  is  used  in  a  trade 
or  business  or  held  for  the  production  of  income  if  the  property  has 
a  limited  useful  life  that  may  be  determined  with  reasonable  accu- 
racy. No  depreciation  or  amortization  deductions  are  allowed  with 
respect  to  goodwill  or  going  concern  value. 

Reasons  for  Change 

The  Federal  income  tax  treatment  of  the  costs  of  acquiring  intan- 
gible assets  is  a  source  of  considerable  controversy  between  taxpay- 
ers and  the  Internal  Revenue  Service.  Disputes  arise  concerning: 
(1)  whether  an  amortizable  intangible  asset  exists;  (2)  in  the  case  of 
an  acquisition  of  a  trade  or  business,  the  portion  of  the  purchase 
price  that  is  allocable  to  an  amortizable  intangible  asset;  and  (3) 
the  proper  method  and  period  for  recovering  the  cost  of  an  amortiz- 
able intangible  asset. 

It  is  believed  that  much  of  the  controversy  that  arises  under 
present  law  with  respect  to  acquired  intangible  assets  could  be 
eliminated  by  specifying  a  single  method  and  period  for  recovering 
the  cost  of  most  acquired  intangible  assets  and  by  treating  acquired 
goodwill  and  going  concern  value  as  amortizable  intangible  assets. 
It  is  also  believed  that  there  is  no  need  at  this  time  to  change  the 
Federal  income  tax  treatment  of  self-created  intangible  assets,  such 
as  goodwill  that  is  created  through  advertising  and  other  similar 
expenditures. 

Accordingly,  the  bill  requires  the  cost  of  most  acquired  intangible 
assets,  including  goodwill  and  going  concern  value,  to  be  amortized 
ratably  over  a  14-year  period.  It  is  recognized  that  the  useful  lives 
of  certain  acquired  intangible  assets  to  which  the  bill  applies  may 
be  shorter  than  14  years,  while  the  useful  lives  of  other  acquired 
intangible  assets  to  which  the  bill  applies  may  be  longer  than  14 
years.  The  14-year  amortization  period  was  selected  so  that  the  bill 
would  be  approximately  revenue  neutral  over  the  next  five  fiscal 
years. 

Explanation  of  Provision 

In  general 

The  bill  allows  an  amortization  deduction  with  respect  to  the 
capitalized  costs  of  certain  intangible  property  (defined  as  a  '  'sec- 
tion 197  intangible")  that  is  acquired  by  a  taxpayer  and  that  is 
held  by  the  taxpayer  in  connection  with  the  conduct  of  a  trade  or 
business  or  an  activity  engaged  in  for  the  production  of  income. 
The  amount  of  the  deduction  is  determined  by  amortizing  the  ad- 
justed basis  (for  purposes  of  determining  gain)  of  the  intangible  rat- 
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ably  over  a  14-year  period  that  begins  with  the  month  that  the  in- 
tangible is  acquired.1  No  other  depreciation  or  amortization  deduc- 
tion is  allowed  with  respect  to  a  section  197  intangible  that  is  ac- 
quired by  a  taxpayer. 

In  general,  the  bill  applies  to  a  section  197  intangible  acquired  by 
a  taxpayer  regardless  of  whether  it  is  acquired  as  part  of  a  trade  or 
business.  In  addition,  the  bill  generally  applies  to  a  section  197  in- 
tangible that  is  treated  as  acquired  under  section  338  of  the  Code. 
The  bill  generally  does  not  apply  to  a  section  197  intangible  that  is 
created  by  the  taxpayer  if  the  intangible  is  not  created  in  connec- 
tion with  a  transaction  (or  series  of  related  transactions)  that  in- 
volves the  acquisition  of  a  trade  or  business  or  a  substantial  por- 
tion thereof. 

Except  in  the  case  of  amounts  paid  or  incurred  under  certain 
covenants  not  to  compete  (or  under  certain  other  arrangements 
that  have  substantially  the  same  effect  as  covenants  not  to  com- 
pete) and  certain  amounts  paid  or  incurred  on  account  of  the  trans- 
fer of  a  franchise,  trademark,  or  trade  name,  the  bill  generally 
does  not  apply  to  any  amount  that  is  otherwise  currently  deducti- 
ble (i.e.,  not  capitalized)  under  present  law. 

No  inference  is  intended  as  to  whether  a  depreciation  or  amorti- 
zation deduction  is  allowed  under  present  law  with  respect  to  any 
intangible  property  that  is  either  included  in,  or  excluded  from,  the 
definition  of  a  section  197  intangible.  In  addition,  no  inference  is 
intended  as  to  whether  an  asset  is  to  be  considered  tangible  or  in- 
tangible property  for  any  other  purpose  of  the  Internal  Revenue 
Code. 

Definition  of  section  197  intangible 
In  general 

The  term  '  'section  197  intangible"  is  defined  as  any  property  that 
is  included  in  any  one  or  more  of  the  following  categories:  (1)  good- 
will and  going  concern  value;  (2)  certain  specified  types  of  intangi- 
ble property  that  generally  relate  to  workforce,  information  base, 
know-how,  customers,  suppliers,  or  other  similar  items;  (3)  any  li- 
cense, permit,  or  other  right  granted  by  a  governmental  unit  or  an 
agency  or  instrumentality  thereof;  (4)  any  covenant  not  to  compete 
(or  other  arrangement  to  the  extent  that  the  arrangement  has  sub- 
stantially the  same  effect  as  a  covenant  not  to  compete)  entered 
into  in  connection  with  the  direct  or  indirect  acquisition  of  an  in- 
terest in  a  trade  or  business  (or  a  substantial  portion  thereof);  and 
(5)  any  franchise,  trademark,  or  trade  name. 

Certain  types  of  property,  however,  are  specifically  excluded 
from  the  definition  of  the  term  "section  197  intangible."  The  term 
"section  197  intangible"  does  not  include:  (1)  any  interest  in  a  cor- 
poration, partnership,  trust,  or  estate;  (2)  any  interest  under  an  ex- 
isting futures  contract,  foreign  currency  contract,  notional  princi- 
pal contract,  interest  rate  swap,  or  other  similar  financial  contract; 
(3)  any  interest  in  land;  (4)  certain  computer  software;  (5)  certain 
interests  in  films,  sound  recordings,  video  tapes,  books,  or  other 


1  In  the  case  of  a  short  taxable  year,  the  amortization  deduction  is  to  be  based  on  the  number 
of  months  in  such  taxable  year. 
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similar  property;  (6)  certain  rights  to  receive  tangible  property  or 
services;  (7)  certain  interests  in  patents  or  copyrights;  (8)  any  inter- 
est under  an  existing  lease  of  tangible  property;  (9)  any  interest 
under  an  existing  indebtedness  (except  for  the  deposit  base  and 
similar  items  of  a  financial  institution);  and  (10)  a  franchise  to 
engage  in  any  professional  sport,  and  any  item  acquired  in  connec- 
tion with  such  a  franchise. 

In  addition,  the  Treasury  Department  is  authorized  to  issue  regu- 
lations that  exclude  certain  rights  of  fixed  duration  or  amount 
from  the  definition  of  a  section  197  intangible. 

Goodwill  and  going  concern  value 

For  purposes  of  the  bill,  goodwill  is  the  value  of  a  trade  or  busi- 
ness that  is  attributable  to  the  expectancy  of  continued  customer 
patronage,  whether  due  to  the  name  of  a  trade  or  business,  the  rep- 
utation of  a  trade  or  business,  or  any  other  factor. 

In  addition,  for  purposes  of  the  bill,  going  concern  value  is  the 
additional  element  of  value  of  a  trade  or  business  that  attaches  to 
property  by  reason  of  its  existence  as  an  integral  part  of  a  going 
concern.  Going  concern  value  includes  the  value  that  is  attributa- 
ble to  the  ability  of  a  trade  or  business  to  continue  to  function  and 
generate  income  without  interruption  notwithstanding  a  change  in 
ownership.  Going  concern  value  also  includes  the  value  that  is  at- 
tributable to  the  use  or  availability  of  an  acquired  trade  or  busi- 
ness (for  example,  the  net  earnings  that  otherwise  would  not  be  re- 
ceived during  any  period  were  the  acquired  trade  or  business  not 
available  or  operational). 

Workforce,  information  base,  know-how,  customer-based  in- 
tangibles, supplier-based  intangibles  and  other  similar 
items 

Workforce. — The  term  '  'section  197  intangible"  includes  work- 
force in  place  (which  is  sometimes  referred  to  as  agency  force  or 
assembled  workforce),  the  composition  of  a  workforce  (for  example, 
the  experience,  education,  or  training  of  a  workforce),  the  terms 
and  conditions  of  employment  whether  contractual  or  otherwise, 
and  any  other  value  placed  on  employees  or  any  of  their  attributes. 
Thus,  for  example,  the  portion  (if  any)  of  the  purchase  price  of  an 
acquired  trade  or  business  that  is  attributable  to  the  existence  of  a 
highly-skilled  workforce  is  to  be  amortized  over  the  14-year  period 
specified  in  the  bill.  As  a  further  example,  the  cost  of  acquiring  an 
existing  employment  contract  (or  contracts)  or  a  relationship  with 
employees  or  consultants  (including  but  not  limited  to  any  "key 
employee"  contract  or  relationship)  as  part  of  the  acquisition  of  a 
trade  or  business  is  to  be  amortized  over  the  14-year  period  speci- 
fied in  the  bill. 

Information  base. — The  term  "section  197  intangible"  includes 
business  books  and  records,  operating  systems,  and  any  other  infor- 
mation base  including  lists  or  other  information  with  respect  to 
current  or  prospective  customers  (regardless  of  the  method  of  re- 
cording such  information).  Thus,  for  example,  the  portion  (if  any)  of 
the  purchase  price  of  an  acquired  trade  or  business  that  is  attribut- 
able to  the  intangible  value  of  technical  manuals,  training  manuals 
or  programs,  data  files,  and  accounting  or  inventory  control  sys- 
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terns  is  to  be  amortized  over  the  14-year  period  specified  in  the  bill. 
As  a  further  example,  the  cost  of  acquiring  customer  lists,  subscrip- 
tion lists,  insurance  expirations,2  patient  or  client  files,  or  lists  of 
newspaper,  magazine,  radio  or  television  advertisers  is  to  be  amor- 
tized over  the  14-year  period  specified  in  the  bill. 

Know-how. — The  term  "section  197  intangible"  includes  any 
patent,  copyright,  formula,  process,  design,  pattern,  know-how, 
format,  or  other  similar  item.  For  this  purpose,  the  term  "section 
197  intangible"  is  to  include  package  designs,  computer  software, 
and  any  interest  in  a  film,  sound  recording,  video  tape,  book,  or 
other  similar  property,  except  as  specifically  provided  otherwise  in 
the  bill.3 

Customer-based  intangibles. — The  term  "section  197  intangible" 
includes  any  customer-based  intangible,  which  is  defined  as  the 
composition  of  market,  market  share,  and  any  other  value  result- 
ing from  the  future  provision  of  goods  or  services  pursuant  to  rela- 
tionships with  customers  (contractual  or  otherwise)  in  the  ordinary 
course  of  business.  Thus,  for  example,  the  portion  (if  any)  of  the 
purchase  price  of  an  acquired  trade  or  business  that  is  attributable 
to  the  existence  of  customer  base,  circulation  base,  undeveloped 
market  or  market  growth,  insurance  in  force,  mortgage  servicing 
contracts,  investment  management  contracts,  or  other  relation- 
ships with  customers  that  involve  the  future  provision  of  goods  or 
services,  is  to  be  amortized  over  the  14-year  period  specified  in  the 
bill.  On  the  other  hand,  the  portion  (if  any)  of  the  purchase  price  of 
an  acquired  trade  or  business  that  is  attributable  to  accounts  re- 
ceivable or  other  similar  rights  to  income  for  those  goods  or  serv- 
ices that  have  been  provided  to  customers  prior  to  the  acquisition 
of  a  trade  or  business  is  not  to  be  taken  into  account  under  the 
bill.4 

In  addition,  the  bill  specifically  provides  that  the  term  "custom- 
er-based intangible"  includes  the  deposit  base  and  any  similar  asset 
of  a  financial  institution.  Thus,  for  example,  the  portion  (if  any)  of 
the  purchase  price  of  an  acquired  financial  institution  that  is  at- 
tributable to  the  checking  accounts,  savings  accounts,  escrow  ac- 
]  counts  and  other  similar  items  of  the  financial  institution  is  to  be 
amortized  over  the  14-year  period  specified  in  the  bill. 

Supplier-based  intangibles. — The  term  "section  197  intangible" 
includes  any  supplier-based  intangible,  which  is  defined  as  the 
value  resulting  from  the  future  acquisition  of  goods  or  services  pur- 
suant to  relationships  (contractual  or  otherwise)  in  the  ordinary 
course  of  business  with  suppliers  of  goods  or  services  to  be  used  or 
sold  by  the  taxpayer.  Thus,  for  example,  the  portion  (if  any)  of  the 
purchase  price  of  an  acquired  trade  or  business  that  is  attributable 
to  the  existence  of  a  favorable  relationship  with  persons  that  pro- 
vide distribution  services  (for  example,  favorable  shelf  or  display 



2  Insurance  expirations  are  records  that  are  maintained  by  insurance  agents  with  respect  to 
insurance  customers.  These  records  generally  include  information  relating  to  the  type  of  insur- 

|  ance,  the  amount  of  insurance,  and  the  expiration  date  of  the  insurance. 

3  See  below  for  a  description  of  the  exceptions  for  certain  patents,  certain  computer  software, 
j  and  certain  interests  in  films,  sound  recordings,  video  tapes,  books,  or  other  similar  property. 

4  As  under  present  law,  the  portion  of  the  purchase  price  of  an  acquired  trade  or  business  that 
!  is  attributable  to  accounts  receivable  is  to  be  allocated  among  such  receivables  and  is  to  be 
i  taken  into  account  as  payment  is  received  under  each  receivable  or  at  the  time  that  a  receivable 
I  becomes  worthless. 
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space  at  a  retail  outlet),  the  existence  of  a  favorable  credit  rating, 
or  the  existence  of  favorable  supply  contracts,  is  to  be  amortized 
over  the  14-year  period  specified  in  the  bill.5 

Other  similar  items. — The  term  "section  197  intangible"  also  in- 
cludes any  other  intangible  property  that  is  similar  to  workforce, 
information  base,  know-how,  customer-based  intangibles,  or  suppli- 
er-based intangibles. 

Licenses,  permits,  and  other  rights  granted  by  governmental 
units 

The  term  "section  197  intangible"  also  includes  any  license, 
permit,  or  other  right  granted  by  a  governmental  unit  or  any 
agency  or  instrumentality  thereof  (even  if  the  right  is  granted  for 
an  indefinite  period  or  the  right  is  reasonably  expected  to  be  re- 
newed for  an  indefinite  period).6  Thus,  for  example,  the  capitalized 
cost  of  acquiring  from  any  person  a  liquor  license,  a  taxi-cab  medal- 
lion (or  license),  an  airport  landing  or  takeoff  right  (which  is  some- 
times referred  to  as  a  slot),  a  regulated  airline  route,  or  a  television 
or  radio  broadcasting  license  is  to  be  amortized  over  the  14-year 
period  specified  in  the  bill.  For  purposes  of  the  bill,  the  issuance  or 
renewal  of  a  license,  permit,  or  other  right  granted  by  a  govern- 
mental unit  or  an  agency  or  instrumentality  thereof  is  to  be  consid- 
ered an  acquisition  of  such  license,  permit,  or  other  right. 

Covenants  not  to  compete  and  other  similar  arrangements 

The  term  "section  197  intangible"  also  includes  any  covenant  not 
to  compete  (or  other  arrangement  to  the  extent  that  the  arrange- 
ment has  substantially  the  same  effect  as  a  covenant  not  to  com- 
pete; hereafter  "other  similar  arrangement")  entered  into  in  con- 
nection with  the  direct  or  indirect  acquisition  of  an  interest  in  a 
trade  or  business  (or  a  substantial  portion  thereof).  For  this  pur- 
pose, an  interest  in  a  trade  or  business  includes  not  only  the  assets 
of  a  trade  or  business,  but  also  stock  in  a  corporation  that  is  en- 
gaged in  a  trade  or  business  or  an  interest  in  a  partnership  that  is 
engaged  in  a  trade  or  business. 

Any  amount  that  is  paid  or  incurred  under  a  covenant  not  to 
compete  (or  other  similar  arrangement)  entered  into  in  connection 
with  the  direct  or  indirect  acquisition  of  an  interest  in  a  trade  or 
business  (or  a  substantial  portion  thereof)  is  chargeable  to  capital 
account  and  is  to  be  amortized  ratably  over  the  14-year  period  spec- 
ified in  the  bill.  In  addition,  any  amount  that  is  paid  or  incurred 
under  a  covenant  not  to  compete  (or  other  similar  arrangement) 
after  the  taxable  year  in  which  the  covenant  (or  other  similar  ar- 
rangement) was  entered  into  is  to  be  amortized  ratably  over  the  re- 
maining months  in  the  14-year  amortization  period  that  applies  to 
the  covenant  (or  other  similar  arrangement)  as  of  the  beginning  of 
the  month  that  the  amount  is  paid  or  incurred. 


5  See  below,  however,  for  a  description  of  the  exception  for  certain  rights  to  receive  tangible 
property  or  services  from  another  person. 

6  A  right  granted  by  a  governmental  unit  or  an  agency  or  instrumentality  thereof  that  consti- 
tutes an  interest  in  land  or  an  interest  under  a  lease  of  tangible  property  is  excluded  from  the 
definition  of  a  section  197  intangible.  See  below  for  a  description  of  the  exceptions  for  interests 
in  land  and  for  interests  under  leases  of  tangible  property. 
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For  purposes  of  this  provision,  an  arrangement  that  requires  the 
former  owner  of  an  interest  in  a  trade  or  business  to  continue  to 
perform  services  (or  to  provide  property  or  the  use  of  property)  that 
benefit  the  trade  or  business  is  considered  to  have  substantially  the 
same  effect  as  a  covenant  not  to  compete  to  the  extent  that  the 
amount  paid  to  the  former  owner  under  the  arrangement  exceeds 
the  amount  that  represents  reasonable  compensation  for  the  serv- 
ices actually  rendered  (or  for  the  property  or  use  of  property  actu- 
ally provided)  by  the  former  owner.  As  under  present  law,  to  the 
extent  that  the  amount  paid  or  incurred  under  a  covenant  not  to 
compete  (or  other  similar  arrangement)  represents  additional  con- 
sideration for  the  acquisition  of  stock  in  a  corporation,  such 
amount  is  not  to  be  taken  into  account  under  this  provision  but, 
instead,  is  to  be  included  as  part  of  the  acquirer's  basis  in  the 
stock. 

Franchises,  trademarks,  and  trade  names 

The  term  "section  197  intangible"  also  includes  any  franchise, 
trademark,  or  trade  name.  For  this  purpose,  the  term  "franchise" 
is  defined,  as  under  present  law,  to  include  any  agreement  that 
provides  one  of  the  parties  to  the  agreement  the  right  to  distribute, 
sell,  or  provide  goods,  services,  or  facilities,  within  a  specified 
area.7  In  addition,  as  provided  under  present  law,  the  renewal  of  a 
franchise,  trademark,  or  trade  name  is  to  be  treated  as  an  acquisi- 
tion of  such  franchise,  trademark,  or  trade  name.8 

The  bill  continues  the  present-law  treatment  of  certain  contin- 
gent amounts  that  are  paid  or  incurred  on  account  of  the  transfer 
of  a  franchise,  trademark,  or  trade  name.  Under  these  rules,  a  de- 
duction is  allowed  for  amounts  that  are  contingent  on  the  produc- 
tivity, use,  or  disposition  of  a  franchise,  trademark,  or  trade  name 
only  if  (1)  the  contingent  amounts  are  paid  as  part  of  a  series  of 
payments  that  are  payable  at  least  annually  throughout  the  term 
of  the  transfer  agreement,  and  (2)  the  payments  are  substantially 
equal  in  amount  or  payable  under  a  fixed  formula.9  Any  other 
amount,  whether  fixed  or  contingent,  that  is  paid  or  incurred  on 
account  of  the  transfer  of  a  franchise,  trademark,  or  trade  name  is 
chargeable  to  capital  account  and  is  to  be  amortized  ratably  over 
the  14-year  period  specified  in  the  bill. 

Exceptions  to  the  definition  of  a  section  197  intangible 

In  general. — The  bill  contains  several  exceptions  to  the  definition 
of  the  term  "section  197  intangible."  Several  of  the  exceptions  con- 
tained in  the  bill  apply  only  if  the  intangible  property  is  not  ac- 
quired in  a  transaction  (or  series  of  related  transactions)  that  in- 
volves the  acquisition  of  assets  which  constitute  a  trade  or  business 
or  a  substantial  portion  of  a  trade  or  business.  It  is  anticipated  that 
the  Treasury  Department  will  exercise  its  regulatory  authority  to 


7  Section  1253(bXD  of  the  Code. 

8  Only  the  costs  incurred  in  connection  with  the  renewal,  however,  are  to  be  amortized  over 
the  14-year  period  that  begins  with  the  month  that  the  franchise,  trademark,  or  trade  name  is 
renewed.  Any  costs  incurred  in  connection  with  the  issuance  (or  an  earlier  renewal)  of  a  fran- 
chise, trademark,  or  trade  name  are  to  continue  to  be  taken  into  account  over  the  remaining 
portion  of  the  amortization  period  that  began  at  the  time  of  such  issuance  (or  earlier  renewal). 

9  Section  1253(dXD  of  the  Code. 
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require  any  intangible  property  that  would  otherwise  be  excluded  1 
from  the  definition  of  the  term  "section  197  intangible"  to  be  taken 
into  account  under  the  bill  under  circumstances  where  the  acquisi-  ■  j 
tion  of  the  intangible  property  is,  in  and  of  itself,  the  acquisition  of  '  , 
an  asset  which  constitutes  a  trade  or  business  or  a  substantial  por-  j  ' 
tion  of  a  trade  or  business. 

The  determination  of  whether  acquired  assets  constitute  a  sub-  !  ~ 
stantial  portion  of  a  trade  or  business  is  to  be  based  on  all  of  the  j  "v 
facts  and  circumstances,  including  the  nature  and  the  amount  of  t  | 
the  assets  acquired  as  well  as  the  nature  and  amount  of  the  assets  j  j 
retained  by  the  transferor.  It  is  not  intended,  however,  that  the 
value  of  the  assets  acquired  relative  to  the  value  of  the  assets  re-  j 
tained  by  the  transferor  is  determinative  of  whether  the  acquired  j  \ 
assets  constitute  a  substantial  portion  of  a  trade  or  business. 

For  purposes  of  the  bill,  a  group  of  assets  is  to  constitute  a  trade 
or  business  if  the  use  of  such  assets  would  constitute  a  trade  or  ,  , 
business  for  purposes  of  section  1060  of  the  Code  (i.e.,  if  the  assets  ; 
are  of  such  a  character  that  goodwill  or  going  concern  value  could  j  \ 
under  any  circumstances  attach  to  the  assets).  In  addition,  the  ac-  j  \ 
quisition  of  a  franchise,  trademark  or  trade  name  is  to  constitute  I 
the  acquisition  of  a  trade  or  business  or  a  substantial  portion  of  a  j.  fi 
trade  or  business.  d  is 

In  determining  whether  a  taxpayer  has  acquired  an  intangible  '  \ 
asset  in  a  transaction  (or  series  of  related  transactions)  that  in-  <  ■ 
volves  the  acquisition  of  assets  that  constitute  a  trade  or  business  n  ;f 
or  a  substantial  portion  of  a  trade  or  business,  only  those  assets  ac-  C  ^ 
quired  in  a  transaction  (or  a  series  of  related  transactions)  by  a  tax-  \_  n 
payer  (and  persons  related  to  the  taxpayer)  from  the  same  person  i  M 
(and  any  related  person)  are  to  be  taken  into  account.  In  addition,  \  j$ 
any  employee  relationships  that  continue  (or  covenants  not  to  com-  [  R 
pete  that  are  entered  into)  as  part  of  the  transfer  of  assets  are  to  j 
be  taken  into  account  in  determining  whether  the  transferred  \  i 
assets  constitute  a  trade  or  business  or  a  substantial  portion  of  a  |  ft 
trade  or  business. 

Interests  in  a  corporation,  partnership,  trust,  or  estate. — The  term  i  \ 
"section  197  intangible"  does  not  include  any  interest  in  a  corpora-  |  g 
tion,  partnership,  trust,  or  estate.  Thus,  for  example,  the  bill  does  jj  tj 
not  apply  to  the  cost  of  acquiring  stock,  partnership  interests,  or  t  o| 
interests  in  a  trust  or  estate,  whether  or  not  such  interests  are  reg-  i  tj 
ularly  traded  on  an  established  market.10 

Interests  under  certain  financial  contracts. — The  term  "section  | 
197  intangible"  does  not  include  any  interest  under  an  existing  fu-  i  j 
tures  contract,  foreign  currency  contract,  notional  principal  con- 
tract;  interest  rate  swap,  or  other  similar  financial  contract,  wheth-  r  g 
er  or  not  such  interest  is  regularly  traded  on  an  established  ti  % 
market.  Any  interest  under  a  mortgage  servicing  contract,  credit  s  | 
card  servicing  contract  or  other  contract  to  service  indebtedness  i  a 
issued  by  another  person,  and  any  interest  under  an  assumption  re-  i  i 
insurance  contract 1 1  is  not  excluded  from  the  definition  of  the  | 
  (  ii 

10  A  temporal  interest  in  property,  outright  or  in  trust,  may  not  be  used  to  convert  a  section 
197  intangible  into  property  that  is  amortizable  more  rapidly  than  ratably  over  the  14-year 
period  specified  in  the  bill. 

1 1  See  below  for  a  description  of  the  treatment  of  assumption  reinsurance  contracts. 


217 


term  "section  197  intangible"  by  reason  of  the  exception  for  inter- 
ests under  certain  financial  contracts. 

Interests  in  land. — The  term  "section  197  intangible"  does  not  in- 
clude any  interest  in  land.  Thus,  the  cost  of  acquiring  an  interest 
in  land  is  to  be  taken  into  account  under  present  law  rather  than 
under  the  bill.  For  this  purpose,  an  interest  in  land  includes  a  fee 
interest,  life  estate,  remainder,  easement,  mineral  rights,  timber 
rights,  grazing  rights,  riparian  rights,  air  rights,  zoning  variances, 
and  any  other  similar  rights  with  respect  to  land.  An  interest  in 
land  is  not  to  include  an  airport  landing  or  takeoff  right,  a  regulat- 
ed airline  route,  or  a  franchise  to  provide  cable  television  services. 

Certain  computer  software. — The  term  "section  197  intangible" 
does  not  include  computer  software  (whether  acquired  as  part  of  a 
trade  or  business  or  otherwise)  that  (1)  is  readily  available  for  pur- 
chase by  the  general  public;  (2)  is  subject  to  a  non-exclusive  license; 
and  (3)  has  not  been  substantially  modified.  In  addition,  the  term 
"section  197  intangible"  does  not  include  computer  software  which 
is  not  acquired  in  a  transaction  (or  a  series  of  related  transactions) 
that  involves  the  acquisition  of  assets  which  constitute  a  trade  or 
business  or  a  substantial  portion  of  a  trade  or  business. 

For  purposes  of  the  bill,  the  term  "computer  software"  is  defined 
as  any  program  (i.e.,  any  sequence  of  machine-readable  code)  that 
is  designed  to  cause  a  computer  to  perform  a  desired  function.  The 
term  "computer  software"  includes  any  incidental  and  ancillary 
rights  with  respect  to  computer  software  that  (1)  are  necessary  to 
effect  the  legal  acquisition  of  the  title  to,  and  the  ownership  of,  the 
computer  software,  and  (2)  are  used  only  in  connection  with  the 
computer  software.  The  term  "computer  software"  does  not  include 
any  data  base  or  similar  item  (other  than  a  data  base  or  item  that 
is  in  the  public  domain  and  that  is  incidental  to  the  software  12  ) 
regardless  of  the  form  in  which  it  is  maintained  or  stored. 

If  a  depreciation  deduction  is  allowed  with  respect  to  any  com- 
puter software  that  is  not  a  section  197  intangible,  the  amount  of 
the  deduction  is  to  be  determined  by  amortizing  the  adjusted  basis 
of  the  computer  software  ratably  over  a  36-month  period  that 
begins  with  the  month  that  the  computer  software  is  placed  in 
service.  For  this  purpose,  the  cost  of  any  computer  software  that  is 
taken  into  account  as  part  of  the  cost  of  computer  hardware  or 
other  tangible  property  under  present  law  is  to  continue  to  be 
taken  into  account  in  such  manner  under  the  bill.  In  addition,  the 
cost  of  any  computer  software  that  is  currently  deductible  {i.e.,  not 
capitalized)  under  present  law  is  to  continue  to  be  taken  into  ac- 
count in  such  manner  under  the  bill. 

Certain  interests  in  films,  sound  recordings,  video  tapes,^  books,  or 
other  similar  property. — The  term  "section  197  intangible"  does  not 
include  any  interest  (including  an  interest  as  a  licensee)  in  a  film, 
sound  recording,  video  tape,  book,  or  other  similar  property  (includ- 
ing the  right  to  broadcast  or  transmit  a  live  event)  if  the  interest  is 
not  acquired  in  a  transaction  (or  a  series  of  related  transactions) 
that  involves  the  acquisition  of  assets  which  constitute  a  trade  or 
business  or  a  substantial  portion  of  a  trade  or  business. 


1 2  For  example,  a  data  base  would  not  include  a  dictionary  feature  used  to  spell-check  a  word 
processing  program. 
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Certain  rights  to  receive  tangible  property  or  services. — The  term  - 
'section  197  intangible"  does  not  include  any  right  to  receive  tangi 
ble  property  or  services  under  a  contract  (or  any  right  to  receive  I 
tangible  property  or  services  granted  by  a  governmental  unit  or  an  I  ^ 
agency  or  instrumentality  thereof)  if  the  right  is  not  acquired  in  a 
transaction  (or  a  series  of  related  transactions)  that  involves  the  ac- 1  ft 
quisition  of  assets  which  constitute  a  trade  or  business  or  a  sub- 
stantial portion  of  a  trade  or  business. 

If  a  depreciation  deduction  is  allowed  with  respect  to  a  right  to 
receive  tangible  property  or  services  that  is  not  a  section  197  intan-  •§? 
gible,  the  amount  of  the  deduction  is  to  be  determined  in  accord- 
ance with  regulations  to  be  promulgated  by  the  Treasury  Depart- 
ment. It  is  anticipated  that  the  regulations  may  provide  that  in  the 
case  of  an  amortizable  right  to  receive  tangible  property  or  services 
in  substantially  equal  amounts  over  a  fixed  period  that  is  not  re- 
newable,  the  cost  of  acquiring  the  right  will  be  taken  into  account 
ratably  over  such  fixed  period.  It  is  also  anticipated  that  the  regu- 
lations may  provide  that  in  the  case  of  a  right  to  receive  a  fixed 
amount  of  tangible  property  or  services  over  an  unspecified  period, 
the  cost  of  acquiring  such  right  will  be  taken  into  account  under  a 
method  that  allows  a  deduction  based  on  the  amount  of  tangible 
property  or  services  received  during  a  taxable  year  compared  to 
the  total  amount  of  tangible  property  or  services  to  be  received. 

For  example,  assume  that  a  taxpayer  acquires  from  another  j  i 
person  a  favorable  contract  right  of  such  person  to  receive  a  speci-  * 
fied  amount  of  raw  materials  each  month  for  the  next  three  years  I'  P 
(which  is  the  remaining  life  of  the  contract)  and  that  the  right  to  J  ^ 
receive  such  raw  materials  is  not  acquired  as  part  of  the  acquisi-  \  f 
tion  of  assets  that  constitute  a  trade  or  business  or  a  substantial 
portion  thereof  (i.e.,  such  contract  right  is  not  a  section  197  intangi- 
ble). It  is  anticipated  that  the  taxpayer  may  be  required  to  amor- 
tize the  cost  of  acquiring  the  contract  right  ratably  over  the  three- 
year  remaining  life  of  the  contract.  Alternatively,  if  the  favorable 
contract  right  is  to  receive  a  specified  amount  of  raw  materials 
during  an  unspecified  period,  it  is  anticipated  that  the  taxpayer  11 « 
may  be  required  to  amortize  the  cost  of  acquiring  the  contract  ^ 
right  by  multiplying  such  cost  by  a  fraction,  the  numerator  of 
which  is  the  amount  of  raw  materials  received  under  the  contract  1 
during  any  taxable  year  and  the  denominator  of  which  is  the  total 
amount  of  raw  materials  to  be  received  under  the  contract. 

It  is  also  anticipated  that  the  regulations  may  require  a  taxpayer  ^  b 
under  appropriate  circumstances  to  amortize  the  cost  of  acquiring  ^ 
a  renewable  right  to  receive  tangible  property  or  services  over  a 
period  that  includes  all  renewal  options  exercisable  by  the  taxpay- 
er at  less  than  fair  market  value. 

Certain  interests  in  patents  or  copyrights. — The  term  "section  197 
intangible"  does  not  include  any  interest  in  a  patent  or  copyright 
which  is  not  acquired  in  a  transaction  (or  a  series  of  related  trans- 
actions) that  involves  the  acquisition  of  assets  which  constitute  a 
trade  or  business  or  a  substantial  portion  of  a  trade  or  business. 

If  a  depreciation  deduction  is  allowed  with  respect  to  an  interest 
in  a  patent  or  copyright  and  the  interest  is  not  a  section  197  intan-  0 
gible,  then  the  amount  of  the  deduction  is  to  be  determined  in  ac- 
cordance with  regulations  to  be  promulgated  by  the  Treasury  De- 
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partment.  It  is  expected  that  the  regulations  may  provide  that  if 
the  purchase  price  of  a  patent  is  payable  on  an  annual  basis  as  a 
fixed  percentage  of  the  revenue  derived  from  the  use  of  the  patent, 
then  the  amount  of  the  depreciation  deduction  allowed  for  any  tax- 
able year  with  respect  to  the  patent  equals  the  amount  of  the  roy- 
alty paid  or  incurred  during  such  year.13 

Interests  under  leases  of  tangible  property.— The  term  "section 
1197  intangible"  does  not  include  any  interest  as  a  lessor  or  lessee 
under  an  existing  lease  of  tangible  property  (whether  real  or  per- 
isonal).14  The  cost  of  acquiring  an  interest  as  a  lessor  under  a  lease 
of  tangible  property  where  the  interest  as  lessor  is  acquired  in  con- 
<  nection  with  the  acquisition  of  the  tangible  property  is  to  be  taken 
|  into  account  as  part  of  the  cost  of  the  tangible  property.  For  exam- 
ple, if  a  taxpayer  acquires  a  shopping  center  that  is  leased  to  ten- 
ants operating  retail  stores,  the  portion  (if  any)  of  the  purchase 
price  of  the  shopping  center  that  is  attributable  to  the  favorable  at- 
tributes of  the  leases  is  to  be  taken  into  account  as  a  part  of  the 
basis  of  the  shopping  center  and  is  to  be  taken  into  account  in  de- 
termining the  depreciation  deduction  allowed  with  respect  to  the 
shopping  center. 

The  cost  of  acquiring  an  interest  as  a  lessee  under  an  existing 
lease  of  tangible  property  is  to  be  taken  into  account  under  present 
law  (see  section  178  of  the  Code  and  Treas.  Reg.  sec.  1.162-ll(a)) 
rather  than  under  the  provisions  of  the  bill.15  In  the  case  of  any 
interest  as  a  lessee  under  a  lease  of  tangible  property  that  is  ac- 
quired with  any  other  intangible  property  (either  in  the  same 
transaction  or  series  of  related  transactions),  however,  the  portion 
of  the  total  purchase  price  that  is  allocable  to  the  interest  as  a 
1  lessee  is  not  to  exceed  the  excess  of  (1)  the  present  value  of  the  fair 
market  value  rent  for  the  use  of  the  tangible  property  for  the  term 
jpf  the  lease,16  over  (2)  the  present  value  of  the  rent  reasonably  ex- 
!  pected  to  be  paid  for  the  use  of  the  tangible  property  for  the  term 
of  the  lease. 

Interests  under  indebtedness. — The  term  "section  197  intangible" 
does  not  include  any  interest  (whether  as  a  creditor  or  debtor) 
under  any  indebtedness  that  was  in  existence  on  the  date  that  the 
interest  was  acquired.17  Thus,  for  example,  the  value  of  assuming 
an  existing  indebtedness  with  a  below-market  interest  rate  is  to  be 
taken  into  account  under  present  law  rather  than  under  the  bill, 
jlln  addition,  the  premium  paid  for  acquiring  the  right  to  receive  an 
'above-market  rate  of  interest  under  a  debt  instrument  may  be 
'taken  into  account  under  section  171  of  the  Code,  which  generally 


13  See  Associated  Patentees,  Inc.,  4  T.C.  979  (1945);  and  Rev.  Rul.  67-136,  1967-1  C.B.  58. 

14  The  bill  provides  that  a  sublease  is  to  be  treated  in  the  same  manner  as  a  lease  of  the 
inderlying  property.  Thus,  the  term  "section  197  intangible"  does  not  include  any  interest  as  a 
sublessor  or  sublessee  of  tangible  property. 

J  15  The  lease  of  a  gate  at  an  airport  for  the  purpose  of  loading  and  unloading  passengers  and 
|:argo  is  a  lease  of  tangible  property  for  this  purpose.  It  is  anticipated  that  such  treatment  will 
serve  as  guidance  to  the  Internal  Revenue  Service  and  taxpayers  in  resolving  existing  disputes. 

1 6  In  no  event  is  the  present  value  of  the  fair  market  value  rent  for  the  use  of  the  tangible 
property  for  the  term  of  the  lease  to  exceed  the  fair  market  value  of  the  tangible  property  as  of 
J:he  date  of  acquisition.  The  present  value  of  such  rent  is  presumed  to  be  less  than  the  value  of 
';he  tangible  property  if  the  duration  of  the  lease  is  less  than  the  economic  useful  life  of  the 

Droperty. 

17  For  purposes  of  this  exception,  the  term  "interest  under  any  existing  indebtedness"  is  to 
nclude  mortgage  servicing  rights  to  the  extent  that  the  rights  are  stripped  coupons  under  sec- 
tion 1286  of  the  Code.  See  Rev.  Rul.  91-46,  1991-34  I.R.B.  5  (August  26,  1991). 
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allows  the  amount  of  the  premium  to  be  amortized  on  a  yield-to-,  j 
maturity  basis  over  the  remaining  term  of  the  debt  instrument.  !  ! 
This  exception  for  interests  under  existing  indebtedness  does  not 
apply  to  the  deposit  base  and  other  similar  items  of  a  financial  in-  j  - 
stitution. 

Professional  sports  franchises. — The  term  "section  197  intangi- 
ble"  does  not  include  a  franchise  to  engage  in  professional  baseball, 
basketball,  football,  or  other  professional  sport,  and  any  item  ac-  I  \ 
quired  in  connection  with  such  a  franchise.  Consequently,  the  cost 
of  acquiring  a  professional  sports  franchise  and  related  assets  (in-  ; 
eluding  any  goodwill,  going  concern  value,  or  other  section  197  in-  j  c 
tangibles)  is  to  be  allocated  among  the  assets  acquired  as  provided  j  j 
under  present  law  (see,  for  example,  section  1056  of  the  Code)  and 
is  to  be  taken  into  account  under  the  provisions  of  present  law. 

Regulatory  authority  regarding  rights  of  fixed  term  or  duration. — 
The  bill  authorizes  the  Treasury  Department  to  issue  regulations 
that  exclude  a  right  received  under  a  contract,  or  granted  by  a  gov-  !  , 
ernmental  unit  or  an  agency  or  instrumentality  thereof,  from  the 
definition  of  a  section  197  intangible  if  (1)  the  right  is  not  acquired  j  5 
in  a  transaction  (or  a  series  of  related  transactions)  that  involves  ] 
the  acquisition  of  assets  which  constitute  a  trade  or  business  (or  a  |  ! 
substantial  portion  thereof)  and  (2)  the  right  either  (A)  has  a  fixed 
duration  or  (B)  is  fixed  as  to  amount 18  and  properly  amortizable ;!  1 
(without  regard  to  this  provision)  under  a  method  similar  to  the  j 
unit  of  production  method. 

Generally,  it  is  anticipated  that  the  mere  fact  that  a  taxpayer  1 
will  have  the  opportunity  to  renew  a  contract  or  other  right  on  the 
same  terms  as  are  available  to  others,  in  a  competitive  auction  or  j  1 
similar  process  that  is  designed  to  reflect  fair  market  value  and  in  j  ! 
which  the  taxpayer  is  not  contractually  advantaged,  will  not  be  !  ( 
taken  into  account  in  determining  the  duration  of  such  right  or  j  1 
whether  it  is  for  a  fixed  amount. 

For  example,  Company  A  enters  into  a  license  with  Company  B 
to  use  certain  know-how  developed  by  B.  The  license  is  for  five  1 
years  and  provides  that  it  cannot  be  renewed  by  A  except  on  terms  ;  1 
that  are  fully  available  to  A's  competitors  and  will  reflect  an  arm's  f  1 
length  price  determined  at  the  time  of  renewal.  The  license  does 
not  constitute  a  substantial  portion  of  a  trade  or  business  and  is 
not  entered  into  as  part  of  a  transaction  (or  series  of  related  trans- 
actions) that  constitute  the  acquisition  of  a  trade  or  business  or 
substantial  portion  thereof.  It  is  anticipated  that  in  these  circum-  L 
stances  the  regulations  will  provide  that  the  license  is  not  a  section 
197  intangible  because  it  is  of  fixed  duration. 

The  regulations  may  also  prescribe  rules  governing  the  extent  to 
which  renewal  options  and  similar  items  will  be  taken  into  account 
for  the  purpose  of  determining  whether  rights  are  fixed  in  duration 
or  amount. 

It  is  also  anticipated  that  such  regulations  may  prescribe  the  ap-  j 
propriate  method  of  amortizing  the  capitalized  costs  of  rights  which 


18  For  example,  an  emission  allowance  granted  a  public  utility  under  Title  IV  of  the  Clean 
Air  Act  Amendments  of  1990  is  a  right  that  is  limited  in  amount  within  the  meaning  of  this 
provision,  because  each  allowance  grants  a  right  to  a  fixed  amount  of  emissions. 
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are  excluded  by  such  regulations  from  the  definition  of  a  section 
197  intangible. 

Exception  for  certain  self-created  intangibles 

The  bill  generally  does  not  apply  to  any  section  197  intangible 
that  is  created  by  the  taxpayer  if  the  section  197  intangible  is  not 
created  in  connection  with  a  transaction  (or  a  series  of  related 
transactions)  that  involves  the  acquisition  of  assets  which  consti- 
tute a  trade  or  business  or  a  substantial  portion  thereof. 

For  purposes  of  this  exception,  a  section  197  intangible  that  is 
owned  by  a  taxpayer  is  to  be  considered  created  by  the  taxpayer  if 
the  intangible  is  produced  for  the  taxpayer  by  another  person 
under  a  contract  with  the  taxpayer  that  is  entered  into  prior  to  the 
production  of  the  intangible.  For  example,  a  technological  process 
I  or  other  know-how  that  is  developed  specifically  for  a  taxpayer 
under  an  arrangement  with  another  person  pursuant  to  which  the 
I  taxpayer  retains  all  rights  to  the  process  or  know-how  is  to  be  con- 
sidered created  by  the  taxpayer. 

The  exception  for  "self-created"  intangibles  does  not  apply  to  the 
entering  into  (or  renewal  of)  a  contract  for  the  use  of  a  section  197 
intangible.  Thus,  for  example,  the  exception  does  not  apply  to  the 
capitalized  costs  incurred  by  a  licensee  in  connection  with  the  en- 
tering into  (or  renewal  of)  a  contract  for  the  use  of  know-how  or 
other  section  197  intangible.  These  capitalized  costs  are  to  be  amor- 
tized over  the  14-year  period  specified  in  the  bill. 

In  addition,  the  exception  for  "self-created"  intangibles  does  not 
apply  to:  (1)  any  license,  permit,  or  other  right  that  is  granted  by  a 
governmental  unit  or  an  agency  or  instrumentality  thereof;  (2)  any 
covenant  not  to  compete  (or  other  similar  arrangement)  entered 
into  in  connection  with  the  direct  or  indirect  acquisition  of  an  in- 
terest in  a  trade  or  business  (or  a  substantial  portion  thereof);  and 
(3)  any  franchise,  trademark,  or  trade  name.  Thus,  for  example,  the 
capitalized  costs  incurred  in  connection  with  the  development  or 
registration  of  a  trademark  or  trade  name  are  to  be  amortized  over 
i  the  14-year  period  specified  in  the  bill. 

Special  rules 

Determination  of  adjusted  basis 

The  adjusted  basis  of  a  section  197  intangible  that  is  acquired 
from  another  person  generally  is  to  be  determined  under  the  prin- 
ciples of  present  law  that  apply  to  tangible  property  that  is  ac- 
quired from  another  person.  Thus,  for  example,  if  a  portion  of  the 
cost  of  acquiring  an  amortizable  section  197  intangible  is  contin- 
gent, the  adjusted  basis  of  the  section  197  intangible  is  to  be  in- 
creased as  of  the  beginning  of  the  month  that  the  contingent 
amount  is  paid  or  incurred.  This  additional  amount  is  to  be  amor- 
,  tized  ratably  over  the  remaining  months  in  the  14-year  amortiza- 
'  tion  period  that  applies  to  the  intangible  as  of  the  beginning  of  the 
month  that  the  contingent  amount  is  paid  or  incurred. 
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Treatment  of  certain  dispositions  of  amortizable  section  197 
intangibles 

Special  rules  apply  if  a  taxpayer  disposes  of  a  section  197  intangi- 
ble  that  was  acquired  in  a  transaction  or  series  of  related  transac-  j  a 
tions  and,  after  the  disposition, 1 9  the  taxpayer  retains  other  sec-  }  ai 
tion  197  intangibles  that  were  acquired  in  such  transaction  or  I  j 
series  or  related  transactions.20  First,  no  loss  is  to  be  recognized  by  \  o 
reason  of  such  a  disposition.  Second,  the  adjusted  bases  of  the  re-  j  ol 
tained  section  197  intangibles  that  were  acquired  in  connection  j  i» 
with  such  transaction  or  series  of  related  transactions  are  to  be  in-  i  a 
creased  by  the  amount  of  any  loss  that  is  not  recognized.  The  ad-  S  | 
justed  basis  of  any  such  retained  section  197  intangible  is  increased  j  fi 
by  the  product  of  (1)  the  amount  of  the  loss  that  is  not  recognized  j 
solely  by  reason  of  this  provision,  and  (2)  a  fraction,  the  numerator 
of  which  is  the  adjusted  basis  of  the  intangible  as  of  the  date  of  the 
disposition  and  the  denominator  of  which  is  the  total  adjusted  \  i 
bases  of  all  such  retained  section  197  intangibles  as  of  the  date  of  i  | 
the  disposition. 

For  purposes  of  these  rules,  all  persons  treated  as  a  single  tax-  i  ti 
payer  under  section  41(f)(1)  of  the  Code  are  treated  as  a  single  tax- 1  » 
payer.  Thus,  for  example,  a  loss  is  not  to  be  recognized  by  a  corpo-  ji  Q 
ration  upon  the  disposition  of  a  section  197  intangible  if  after  the 
disposition  a  member  of  the  same  controlled  group  as  the  corpora-  I  e 
tion  retains  other  section  197  intangibles  that  were  acquired  in  the  ji  a 
same  transaction  (or  a  series  of  related  transactions)  as  the  section  |.  A 
197  intangible  that  was  disposed  of.  It  is  anticipated  that  the  Treas-  f  I 
ury  Department  will  provide  rules  for  taking  into  account  the  |  o 
amount  of  any  loss  that  is  not  recognized  due  to  this  rule  (for  ex-  f  n 
ample,  by  allowing  the  corporation  that  disposed  of  the  section  197  \ 
intangible  to  amortize  the  loss  over  the  remaining  portion  of  the  l' 
14-year  amortization  period). 

Treatment  of  certain  nonrecognition  transactions  \ 

If  any  section  197  intangible  is  acquired  in  a  transaction  to  f 
which  section  332,  351,  361,  721,  731,  1031,  or  1033  of  the  Code  ap-  | 
plies  (or  any  transaction  between  members  of  the  same  affiliated  *|  ( 
group  during  any  taxable  year  for  which  a  consolidated  return  is  J  1 
filed),21  the  transferee  is  to  be  treated  as  the  transferor  for  pur-  j 
poses  of  applying  this  provision  with  respect  to  the  amount  of  the  ' 


19  For  this  purpose,  the  abandonment  of  a  section  197  intangible  or  any  other  event  that  ren-  $  , 
ders  a  section  197  intangible  worthless  is  to  be  considered  a  disposition  of  a  section  197  intangi-  J  I 
ble.  !  i 

20  These  special  rules  do  not  apply  to  a  section  197  intangible  that  is  separately  acquired  (i.e.,  I  i 
a  section  197  intangible  that  is  acquired  other  than  in  a  transaction  or  a  series  of  related  trans-  >  1 
actions  that  involve  the  acquisition  of  other  section  197  intangibles).  Consequently,  a  loss  may  |  ( 
be  recognized  upon  the  disposition  of  a  separately  acquired  section  197  intangible.  In  no  event,  »  , 
however,  is  the  termination  or  worthlessness  of  a  portion  of  a  section  197  intangible  to  be  con-  1  ' 
sidered  the  disposition  of  a  separately  acquired  section  197  intangible.  For  example,  the  termi-  j 
nation  of  one  or  more  customers  from  an  acquired  customer  list  or  the  worthlessness  of  some  5  , 
information  from  an  acquired  data  base  is  not  to  be  considered  the  disposition  of  a  separately  1 
acquired  section  197  intangible. 

21  The  termination  of  a  partnership  under  section  708(b)(1)(B)  of  the  Code  is  a  transaction  to  I 
which  this  rule  applies.  In  such  a  case,  the  bill  applies  only  to  the  extent  that  the  adjusted  basis  ^  . 
of  the  section  197  intangibles  before  the  termination  exceeds  the  adjusted  basis  of  the  section  ' 
197  intangibles  after  the  termination.  (See  the  example  below  in  the  discussion  of  "Treatment  of  ^ 
Certain  Partnership  Transactions.") 
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adjusted  basis  of  the  transferee  that  does  not  exceed  the  adjusted 
basis  of  the  transferor. 

For  example,  assume  that  an  individual  owns  an  amortizable  sec- 
tion 197  intangible  that  has  been  amortized  under  section  197  for  4 
full  years  and  has  a  remaining  unamortized  basis  of  $300,000.  In 
addition,  assume  that  the  individual  exchanges  the  asset  and 
$100,000  for  a  like-kind  amortizable  section  197  intangible  in  a 
transaction  to  which  section  1031  applies.  Under  the  bill,  $300,000 
of  the  basis  of  the  acquired  amortizable  section  197  intangible  is  to 
be  amortized  over  the  10  years  remaining  in  the  original  14-year 
amortization  period  for  the  transferred  asset  and  the  other 
$100,000  of  basis  is  to  be  amortized  over  the  14-year  period  speci- 
fied in  the  bill.22 

Treatment  of  certain  partnership  transactions 

Generally,  consistent  with  the  rules  described  above  for  certain 
nonrecognition  transactions,  a  transaction  in  which  a  taxpayer  ac- 
quires an  interest  in  an  intangible  held  through  a  partnership 
(either  before  or  after  the  transaction)  will  be  treated  as  an  acquisi- 
tion to  which  the  bill  applies  only  if,  and  to  the  extent  that,  the 
acquiring  taxpayer  obtains,  as  a  result  of  the  transaction,  an  in- 
creased basis  for  such  intangible.23 

For  example,  assume  that  A,  B  and  C  each  contribute  $700  for 
equal  shares  in  partnership  P,  which  on  January  1,  1993,  acquires 
as  its  sole  asset  an  amortizable  section  197  intangible  for  $2,100. 
Assume  that  on  January  1,  1997,  (1)  the  sole  asset  of  P  is  the  intan- 
gible acquired  in  1993,  (2)  the  intangible  has  an  unamortized  basis 
of  $1,500  and  A,  B,  and  C  each  have  a  basis  of  $500  in  their  part- 
nership interests,  and  (3)  D  (who  is  not  related  to  A,  B,  or  C)  ac- 
quires A's  interest  in  P  for  $800.  Under  the  bill,  if  there  is  no  sec- 
tion 754  election  in  effect  for  1997,  there  will  be  no  change  in  the 
basis  or  amortization  of  the  intangible  and  D  will  merely  step  into 
the  shoes  of  A  with  respect  to  the  intangible.  D's  share  of  the  basis 
in  the  intangible  will  be  $500,  which  will  be  amortized  over  the  10 
years  remaining  in  the  amortization  period  for  the  intangible. 

On  the  other  hand,  if  a  section  754  election  is  in  effect  for  1997, 
then  D  will  be  treated  as  having  an  $800  basis  for  its  share  of  P's 
intangible.  Under  section  197,  D's  share  of  income  and  loss  will  be 
determined  as  if  P  owns  two  intangible  assets.  D  will  be  treated  as 
having  a  basis  of  $500  in  one  asset,  which  will  continue  to  be  amor- 
tized over  the  10  remaining  years  of  the  original  14-year  life.  With 
respect  to  the  other  asset,  D  will  be  treated  as  having  a  basis  of 
$300  (the  amount  of  step-up  obtained  by  D  under  section  743  as  a 
result  of  the  section  754  election)  which  will  be  amortized  over  a 
14-year  period  starting  with  January  of  1997.  B  and  C  will  each 
continue  to  share  equally  in  a  $1,000  basis  in  the  intangible  and 
amortize  that  amount  over  the  remaining  10-year  life. 

As  an  additional  example,  assume  the  same  facts  as  described 
above,  except  that  D  acquires  both  A's  and  B's  interests  in  P  for 


22  No  inference  is  intended  whether  any  asset  treated  as  a  section  197  intangible  under  the 
bill  is  eligible  for  like  kind  exchange  treatment. 

23  This  discussion  is  subject  to  the  application  of  the  anti-churning  rules  which  are  discussed 
below. 
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$1,600.  Under  section  708,  the  transaction  is  treated  as  if  P  is  liqui-  ; 
dated  immediately  after  the  transfer,  with  C  and  D  each  receiving  j  r 
their  pro  rata  share  of  P's  assets  which  they  then  immediately  con-  ; 
tribute  to  a  new  partnership.  The  distributions  in  liquidation  are  J  J 
governed  by  section  731.  Under  the  bill,  C's  interest  in  the  intangi- '  J 
ble  will  be  treated  as  having  a  $500  basis,  with  a  remaining  amorti- 
zation period  of  10  years.  D  will  be  treated  as  having  an  interest  in  t  ^ 
two  assets:  one  with  a  basis  of  $1,000  and  a  remaining  amortization  1  * 
period  of  10  years,  and  the  other  with  a  basis  of  $600  and  a  new  ■  | 
amortization  period  of  14  years. 

As  discussed  more  fully  below,  the  bill  also  changes  the  treat-  - 
ment  of  payments  made  in  liquidation  of  the  interest  of  a  deceased  I 
or  retired  partner  in  exchange  for  goodwill.  Except  in  the  case  of  \  J 
payments  made  on  the  retirement  or  death  of  a  general  partner  of 
a  partnership  for  which  capital  is  not  a  material  income-producing 
factor,  such  payments  will  not  be  treated  as  a  distribution  of  part- 
nership income.  Under  the  bill,  however,  if  the  partnership  makes 
an  election  under  section  754,  section  734  will  generally  provide  the 
partnership  the  benefit  of  a  stepped-up  basis  for  the  retiring  or  de-  3  ac 
ceased  partner's  share  of  partnership  goodwill  and  an  amortization  *l  c 
deduction  for  the  increase  in  basis  under  section  197. 

For  example,  using  the  facts  from  the  preceding  examples, 
assume  that  on  January  1,  1997,  A  retires  from  the  partnership  in 
exchange  for  a  payment  from  the  partnership  of  $800,  all  of  which 
is  in  exchange  for  A's  interest  in  the  intangible  asset  owned  by  P. 
Under  the  bill,  if  there  is  a  section  754  election  in  effect  for  1997,  P 
will  be  treated  as  having  two  amortizable  section  197  intangibles: 
one  with  a  basis  of  $1,500  and  a  remaining  life  of  10  years,  and  the  |i 
other  with  a  basis  of  $300  and  a  new  life  of  14  years. 

Treatment  of  certain  reinsurance  transactions 

The  bill  applies  to  any  insurance  contract  that  is  acquired  from 
another  person  through  an  assumption  reinsurance  transaction  II 
(but  not  through  an  indemnity  reinsurance  transaction).24  The  \ 
amount  taken  into  account  as  the  adjusted  basis  of  such  a  section  W 
197  intangible,  however,  is  to  equal  the  excess  of  (1)  the  amount  1 
paid  or  incurred  by  the  acquirer/ reinsurer  under  the  assumption  * 
reinsurance  transaction,25  over  (2)  the  amount  of  the  specified  1 
policy  acquisition  expenses  (as  determined  under  section  848  of  the 
Code)  that  is  attributable  to  premiums  received  under  the  assump- 
tion reinsurance  transaction.  The  amount  of  the  specified  policy  ac- 
quisition expenses  of  an  insurance  company  that  is  attributable  to 
premiums  received  under  an  assumption  reinsurance  transaction  is 
to  be  amortized  over  the  period  specified  in  section  848  of  the  Code. 


24  An  assumption  reinsurance  transaction  is  an  arrangement  whereby  one  insurance  company 
(the  reinsurer)  becomes  solely  liable  to  policyholders  on  contracts  transferred  by  another  insur- 
ance company  (the  ceding  company).  In  addition,  for  purposes  of  the  bill,  an  assumption  reinsur- 
ance transaction  is  to  include  any  acquisition  of  an  insurance  contract  that  is  treated  as  occur- 
ring by  reason  of  an  election  under  section  338  of  the  Code. 

25  The  amount  paid  or  incurred  by  the  acquirer/ reinsurer  under  an  assumption  reinsurance 
transaction  is  to  be  determined  under  the  principles  of  present  law.  (See  Treas.  Reg.  sec.  1.817- 
4(d)(2).) 
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Treatment  of  amortizable  section  197  intangible  as  deprecia- 
ble property 

For  purposes  of  chapter  1  of  the  Internal  Revenue  Code,  an  am- 
ortizable section  197  intangible  is  to  be  treated  as  property  of  a 
character  which  is  subject  to  the  allowance  for  depreciation  provid- 
ed in  section  167.  Thus,  for  example,  an  amortizable  section  197  in- 
tangible is  not  a  capital  asset  for  purposes  of  section  1221  of  the 
Code,  but  an  amortizable  section  197  intangible  held  for  more  than 
one  year  generally  qualifies  as  property  used  in  a  trade  or  business 
for  purposes  of  section  1231  of  the  Code.  As  further  examples,  an 
amortizable  section  197  intangible  is  to  constitute  section  1245 
property,  and  section  1239  of  the  Code  is  to  apply  to  any  gain  rec- 
ognized upon  the  sale  or  exchange  of  an  amortizable  section  197  in- 
tangible, directly  or  indirectly,  between  related  persons. 

Treatment  of  certain  amounts  that  are  properly  taken  into  ac- 
count in  determining  the  cost  of  property  that  is  not  a 
section  197  intangible 

The  bill  does  not  apply  to  any  amount  that  is  properly  taken  into 
account  under  present  law  in  determining  the  cost  of  property  that 
is  not  a  section  197  intangible.  Thus,  for  example,  no  portion  of  the 
cost  of  acquiring  real  property  that  is  held  for  the  production  of 
rental  income  (for  example,  an  office  building,  apartment  building 
or  shopping  center)  is  to  be  taken  into  account  under  the  bill  (i.e., 
no  goodwill,  going  concern  value  or  any  other  section  197  intangi- 
ble is  to  arise  in  connection  with  the  acquisition  of  such  real  prop- 
erty). Instead,  the  entire  cost  of  acquiring  such  real  property  is  to 
be  included  in  the  basis  of  the  real  property  and  is  to  be  recovered 
under  the  principles  of  present  law  applicable  to  such  property. 

Modification  of  purchase  price  allocation  and  reporting  rules 
for  certain  asset  acquisitions 

Sections  338(b)(5)  and  1060  of  the  Code  authorize  the  Treasury 
Department  to  promulgate  regulations  that  provide  for  the  alloca- 
tion of  purchase  price  among  assets  in  the  case  of  certain  asset  ac- 
,  quisitions.  Under  regulations  that  have  been  promulgated  pursuant 
to  this  authority,  the  purchase  price  of  an  acquired  trade  or  busi- 
ness must  be  allocated  among  the  assets  of  the  trade  or  business 
|  using  the  "residual  method." 

Under  the  residual  method  specified  in  the  Treasury  regulations, 
i1  all  assets  of  an  acquired  trade  or  business  are  divided  into  the  fol- 
1  lowing  four  classes:  (1)  Class  I  assets,  which  generally  include  cash 
and  cash  equivalents;  (2)  Class  II  assets,  which  generally  include 
I  certificates  of  deposit,  U.S.  government  securities,  readily  market- 
I  able  stock  or  securities,  and  foreign  currency;  (3)  Class  III  assets, 
[j  which  generally  include  all  assets  other  than  those  included  in 
Class  I,  II,  or  IV  (generally  all  furniture,  fixtures,  land,  buildings, 
equipment,  other  tangible  property,  accounts  receivable,  covenants 
not  to  compete,  and  other  amortizable  intangible  assets);  and  (4) 
Class  IV  assets,  which  include  intangible  assets  in  the  nature  of 
goodwill  or  going  concern  value.  The  purchase  price  of  an  acquired 
trade  or  business  (as  first  reduced  by  the  amount  of  the  assets  in- 
cluded in  Class  I)  is  allocated  to  the  assets  included  in  Class  II  and 
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Class  III  based  on  the  value  of  the  assets  included  in  each  class.  To 
the  extent  that  the  purchase  price  (as  reduced  by  the  amount  of  j 
the  assets  in  Class  I)  exceeds  the  value  of  the  assets  included  in 
Class  II  and  Class  III,  the  excess  is  allocable  to  assets  included  in 
Class  IV. 

It  is  expected  that  the  present  Treasury  regulations  which  pro- 
vide for  the  allocation  of  purchase  price  in  the  case  of  certain  asset 
acquisitions  will  be  amended  to  reflect  the  fact  that  the  bill  allows 
an  amortization  deduction  with  respect  to  intangible  assets  in  the 
nature  of  goodwill  and  going  concern  value.  It  is  anticipated  that  j 
the  residual  method  specified  in  the  regulations  will  be  modified  to  j 
treat  all  amortizable  section  197  intangibles  as  Class  IV  assets  and  J  j 
that  this  modification  will  apply  to  any  acquisition  of  property  to 
which  the  bill  applies. 

Section  1060  also  authorizes  the  Treasury  Department  to  require 
the  transferor  and  transferee  in  certain  asset  acquisitions  to  fur- 
nish information  to  the  Treasury  Department  concerning  the 
amount  of  any  purchase  price  that  is  allocable  to  goodwill  or  going 
concern  value.  The  bill  provides  that  the  information  furnished  to 
the  Treasury  Department  with  respect  to  certain  asset  acquisitions 
is  to  specify  the  amount  of  purchase  price  that  is  allocable  to  amor- 
tizable section  197  intangibles  rather  than  the  amount  of  purchase 
price  that  is  allocable  to  goodwill  or  going  concern  value.  In  addi- 
tion, it  is  anticipated  that  the  Treasury  Department  will  exercise 
its  existing  regulatory  authority  to  require  taxpayers  to  furnish 
such  additional  information  as  may  be  necessary  or  appropriate  to 
carry  out  the  provisions  of  the  bill,  including  the  amount  of  pur- 
chase price  that  is  allocable  to  intangible  assets  that  are  not  amor- 
tizable section  197  intangibles. 

General  regulatory  authority 

The  Treasury  Department  is  authorized  to  prescribe  such  regula- 
tions as  may  be  appropriate  to  carry  out  the  purposes  of  the  bill 
including  such  regulations  as  may  be  appropriate  to  prevent  avoid- 
ance of  the  purposes  of  the  bill  through  related  persons  or  other- 
wise. It  is  anticipated  that  the  Treasury  Department  will  exercise 
its  regulatory  authority  where  appropriate  to  clarify  the  types  of 
intangible  property  that  constitute  section  197  intangibles. 

Study 

The  Treasury  Department  is  directed  to  conduct  a  continuing 
study  of  the  implementation  and  effects  of  the  bill,  including  ef- 
fects on  merger  and  acquisition  activities  (including  hostile  takeov- 
ers and  leveraged  buyouts).  It  is  expected  that  the  study  will  ad- 
dress effects  of  the  legislation  on  the  pricing  of  acquisitions  and  on 
the  reported  values  of  different  types  of  intangibles  (including 
goodwill).  The  Treasury  Department  is  to  report  the  initial  results 
of  such  study  as  expeditiously  as  possible  and  no  later  than  Decem- 
ber 31,  1994.  The  Treasury  Department  is  to  provide  additional  re- 
ports annually  thereafter. 


227 


Effective  Date 

In  general 

The  provision  generally  applies  to  property  acquired  after  the 
date  of  enactment  of  the  bill.  As  more  fully  described  below,  how- 
ever, a  taxpayer  may  elect  to  apply  the  bill  to  all  property  acquired 
after  July  25,  1991.  In  addition,  a  taxpayer  that  does  not  make  this 
election  may  elect  to  apply  present  law  (rather  than  the  provisions 
of  the  bill)  to  property  that  is  acquired  after  the  date  of  enactment 
of  the  bill  pursuant  to  a  binding  written  contract  in  effect  on  the 
date  of  enactment  of  the  bill  and  at  all  times  thereafter  until  the 
property  is  acquired.  Finally,  special  "anti-churning"  rules  may 
apply  to  prevent  taxpayers  from  converting  existing  goodwill,  going 
concern  value,  or  any  other  section  197  intangible  for  which  a  de- 
preciation or  amortization  deduction  would  not  have  been  allow- 
able under  present  law  into  amortizable  property  to  which  the  bill 
applies. 

Election  to  apply  bill  to  property  acquired  after  July  25,  1991 

A  taxpayer  may  elect  to  apply  the  bill  to  all  property  acquired  by 
the  taxpayer  after  July  25,  1991.  If  a  taxpayer  makes  this  election, 
the  bill  also  applies  to  all  property  acquired  after  July  25,  1991,  by 
any  taxpayer  that  is  under  common  control  with  the  electing  tax- 
payer (within  the  meaning  of  subparagraphs  (A)  and  (B)  of  section 
41(f)(1))  of  the  Code  at  any  time  during  the  period  that  began  on 
November  22,  1991,  and  that  ends  on  the  date  that  the  election  is 
made.26 

The  election  is  to  be  made  at  such  time  and  in  such  manner  as 
may  be  specified  by  the  Treasury  Department,27  and  the  election 
may  be  revoked  only  with  the  consent  of  the  Treasury  Department. 

Elective  binding  contract  exception 

A  taxpayer  may  also  elect  to  apply  present  law  (rather  than  the 
provisions  of  the  bill)  to  property  that  is  acquired  after  the  date  of 
enactment  of  the  bill  if  the  property  is  acquired  pursuant  to  a  bind- 
ing written  contract  that  was  in  effect  on  the  date  of  enactment  of 
the  bill  and  at  all  times  thereafter  until  the  property  is  acquired. 
This  election  may  not  be  made  by  any  taxpayer  that  is  subject  to 
either  of  the  elections  described  above  that  apply  the  provisions  of 
the  bill  to  property  acquired  before  the  date  of  enactment  of  the 
bill. 


j  26  However,  with  certain  exceptions,  an  amortization  deduction  is  not  to  be  allowed  under  the 
bill  for  goodwill,  going  concern  value,  or  any  other  section  197  intangible  for  which  a  deprecia- 
tion or  amortization  deduction  would  not  be  allowable  but  for  the  provisions  of  the  bill  if:  (1)  the 
section  197  intangible  is  acquired  after  July  25,  1991;  and  (2)  either  (a)  the  taxpayer  or  a  related 
person  held  or  used  the  intangible  on  July  25,  1991;  (b)  the  taxpayer  acquired  the  intangible 
from  a  person  that  held  such  intangible  on  July  25,  1991,  and,  as  part  of  the  transaction,  the 

j  user  of  the  intangible  does  not  change;  or  (c)  the  taxpayer  grants  the  right  to  use  the  intangible 
to  a  person  (or  a  person  related  to  such  person)  that  held  or  used  the  intangible  on  July  25, 
1991.  See  below  for  a  more  detailed  description  of  these  "anti-churning"  rules. 

27  It  is  anticipated  that  the  Treasury  Department  will  require  the  election  to  be  made  on  the 
timely  filed  Federal  income  tax  return  of  the  taxpayer  for  the  taxable  year  that  includes  the 
date  of  enactment  of  the  bill. 
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The  election  is  to  be  made  at  such  time  and  in  such  manner  as 
may  be  specified  by  the  Treasury  Department,28  and  the  election 
may  be  revoked  only  with  the  consent  of  the  Treasury  Department. 

Anti-churning  rules 

Special  rules  are  provided  by  the  bill  to  prevent  taxpayers  from 
converting  existing  goodwill,  going  concern  value,  or  any  other  sec- 
tion 197  intangible  for  which  a  depreciation  or  amortization  deduc- 
tion would  not  have  been  allowable  under  present  law  into  amortiz- 
able  property  to  which  the  bill  applies. 

Under  these  ' 'anti-churning"  rules,  goodwill,  going  concern 
value,  or  any  other  section  197  intangible  for  which  a  depreciation 
or  amortization  deduction  would  not  be  allowable  but  for  the  provi-  , 
sions  of  the  bill  may  not  be  amortized  as  an  amortizable  section 
197  intangible  if:  (1)  the  section  197  intangible  is  acquired  by  a  tax- 
payer after  the  date  of  enactment  of  the  bill;  and  (2)  either  (a)  the 
taxpayer  or  a  related  person  held  or  used  the  intangible  at  any 
time  during  the  period  that  begins  on  July  25,  1991,  and  that  ends 
on  the  date  of  enactment  of  the  bill;  Ob)  the  taxpayer  acquired  the 
intangible  from  a  person  that  held  such  intangible  at  any  time 
during  the  period  that  begins  on  July  25,  1991,  and  that  ends  on 
the  date  of  enactment  of  the  bill  and,  as  part  of  the  transaction, 
the  user  of  the  intangible  does  not  change;  or  (c)  the  taxpayer 
grants  the  right  to  use  the  intangible  to  a  person  (or  a  person  relat- 
ed to  such  person)  that  held  or  used  the  intangible  at  any  time 
during  the  period  that  begins  on  July  25,  1991,  and  that  ends  on 
the  date  of  enactment  of  the  bill.  The  anti-churning  rules,  however, 
do  not  apply  to  the  acquisition  of  any  intangible  by  a  taxpayer  if 
the  basis  of  the  intangible  in  the  hands  of  the  taxpayer  is  deter- 
mined under  section  1014(a)  (relating  to  property  acquired  from  a 
decedent). 

For  purposes  of  the  anti-churning  rules,  a  person  is  related  to  an- 
other person  if:  (1)  the  person  bears  a  relationship  to  that  person 
which  would  be  specified  in  section  267(b)(1)  or  707(b)(1)  of  the  Code 
if  those  sections  were  amended  by  substituting  20  percent  for  50 
percent;  or  (2)  the  persons  are  engaged  in  trades  or  businesses 
under  common  control  (within  the  meaning  of  subparagraphs  (A) 
and  (B)  of  section  41(f)(1)  of  the  Code).  A  person  is  treated  as  relat- 
ed to  another  person  if  such  relationship  exists  immediately  before 
or  immediately  after  the  acquisition  of  the  intangible  involved. 

In  addition,  in  determining  whether  the  anti-churning  rules 
apply  with  respect  to  any  increase  in  the  basis  of  partnership  prop- 
erty under  section  732,  734,  or  743  of  the  Code,  the  determinations 
are  to  be  made  at  the  partner  level  and  each  partner  is  to  be  treat- 
ed as  having  owned  or  used  the  partner's  proportionate  share  of 
the  partnership  property.  Thus,  for  example,  the  anti-churning 
rules  do  not  apply  to  any  increase  in  the  basis  of  partnership  prop- 
erty that  occurs  upon  the  acquisition  of  an  interest  in  a  partner- 
ship that  has  made  a  section  754  election  if  the  person  acquiring 


28  It  is  anticipated  that  the  Treasury  Department  will  require  the  election  to  be  made  on  the 
timely  filed  Federal  income  tax  return  of  the  taxpayer  for  the  taxable  year  that  includes  the 
date  of  enactment  of  the  bill. 
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i     the  partnership  interest  is  not  related  to  the  person  selling  the 

i     partnership  interest.29 

These  "anti-churning"  rules  are  not  to  apply  to  any  section  197 
intangible  that  is  acquired  from  a  person  with  less  than  a  50-per- 
cent relationship  to  the  acquirer  to  the  extent  that:  (1)  the  seller 

,  recognizes  gain  on  the  transaction  with  respect  to  such  intangible; 
and  (2)  the  seller  agrees,  notwithstanding  any  other  provision  of 
the  Code,  to  pay  a  tax  on  such  gain  which,  when  added  to  any 
other  Federal  income  tax  imposed  on  such  gain,  equals  the  product 
of  such  gain  and  the  highest  rate  of  tax  imposed  by  section  1  or  11 
of  the  Code,  whichever  is  applicable.  The  seller  is  treated  as  satisfy- 
ing the  second  requirement  if  the  excess  of  (1)  the  total  tax  liability 
for  the  year  of  the  transaction  over  (2)  what  its  tax  liability  for 
such  year  would  have  been  had  the  sale  of  the  intangible  (but  not 
the  remainder  of  the  transaction)  been  excluded  from  the  computa- 
tion equals  or  exceeds  the  product  of  the  gain  on  that  asset  times 
the  relevant  maximum  rate. 

The  bill  also  contains  a  general  anti-abuse  rule  that  applies  to 
any  section  197  intangible  that  is  acquired  by  a  taxpayer  from  an- 
other person.  Under  this  rule,  a  section  197  intangible  may  not  be 
amortized  under  the  provisions  of  the  bill  if  the  taxpayer  acquired 
the  intangible  in  a  transaction  one  of  the  principal  purposes  of 
which  is  to  (1)  avoid  the  requirement  that  the  intangible  be  ac- 
quired after  the  date  of  enactment  of  the  bill  or  (2)  avoid  any  of  the 
anti-churning  rules  described  above  that  are  applicable  to  goodwill, 
going  concern  value,  or  any  other  section  197  intangible  for  which 
a  depreciation  or  amortization  deduction  would  not  be  allowable 
but  for  the  provisions  of  the  bill. 

Finally,  the  special  rules  described  above  that  apply  in  the  case 
of  a  transactions  described  in  section  332,  351,  361,  721,  731,  1031, 
or  1033  of  the  Code  also  apply  for  purposes  of  the  effective  date. 
Consequently,  if  the  transferor  of  any  section  197  property  is  not 
allowed  an  amortization  deduction  with  respect  to  such  property 
under  this  provision,  then  the  transferee  is  not  allowed  an  amorti- 
zation deduction  under  this  provision  to  the  extent  of  the  adjusted 
basis  of  the  transferee  that  does  not  exceed  the  adjusted  basis  of 
the  transferor.  In  addition,  this  provision  is  to  apply  to  any  subse- 
quent transfers  of  any  such  property  in  a  transaction  described  in 
section  332,  351,  361,  721,  731,  1031,  or  1033. 


i  2  9  In  addition  to  these  rules,  it  is  anticipated  that  rules  similar  to  the  anti-churning  rules 
under  section  168  of  the  Code  will  apply  in  determining  whether  persons  are  related.  (See  Prop. 
Treas.  Reg.  1.168-4  (February  16,  1984).)  For  example,  it  is  anticipated  that  a  corporation,  part- 
nership, or  trust  that  owned  or  used  property  at  any  time  during  the  period  that  begins  on  July 
25,  1991,  and  that  ends  on  the  date  of  enactment  of  the  bill  and  that  is  no  longer  in  existence 
will  be  considered  to  be  in  existence  for  purposes  of  determining  whether  the  taxpayer  that  ac- 
quired the  property  is  related  to  such  corporation,  partnership,  or  trust. 

As  a  further  example,  it  is  anticipated  that  in  the  case  of  a  transaction  to  which  section  338  of 
the  Code  applies,  the  corporation  that  is  treated  as  selling  its  assets  will  not  to  be  considered 
related  to  the  corporation  that  is  treated  as  purchasing  the  assets  if  at  least  80  percent  of  the 
stock  of  the  corporation  that  is  treated  as  selling  its  assets  is  acquired  by  purchase  after  July  25, 
1991. 
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2.  Modify  Special  Treatment  of  Certain  Liquidation  Payments  (Sec. 
4502  of  the  Bill  and  Sees.  736(b)  and  751(c)  of  the  Code) 

Present  Law 

Payments  for  purchase  of  goodwill  and  accounts  receivable 

A  current  deduction  generally  is  not  allowed  for  a  capital  ex- 
penditure {i.e.,  an  expenditure  that  yields  benefits  beyond  the  cur- 
rent taxable  year).  The  cost  of  goodwill  acquired  in  connection  with 
the  assets  of  a  going  concern  normally  is  a  capital  expenditure,  as 
is  the  cost  of  acquiring  accounts  receivable.  The  cost  of  acquiring 
goodwill  is  recovered  only  when  the  goodwill  is  disposed  of,  while 
the  cost  of  acquiring  accounts  receivable  is  taken  into  account  only 
when  the  receivable  is  disposed  of  or  becomes  worthless. 

Payments  made  in  liquidation  of  partnership  interest 

The  tax  treatment  of  a  payment  made  in  liquidation  of  the  inter- 
est of  a  retiring  or  deceased  partner  depends  upon  whether  the 
payment  is  made  in  exchange  for  the  partner's  interest  in  partner- 
ship property.  A  liquidating  payment  made  in  exchange  for  such 
property  is  treated  as  a  distribution  by  the  partnership  (sec.  736(b)). 
Such  distribution  generally  results  in  gain  to  the  retiring  partner 
only  to  the  extent  that  the  cash  distributed  exceeds  the  partner's 
adjusted  basis  in  his  partnership  interest. 

A  liquidating  payment  not  made  in  exchange  for  the  partner's 
interest  in  partnership  property  receives  either  of  two  possible 
treatments.  If  the  amount  of  the  payment  is  determined  without 
reference  to  partnership  income,  it  is  treated  as  a  guaranteed  pay- 
ment and  is  generally  deductible  (sec.  736(a)(2)).  If  the  amount  of 
payment  is  determined  by  reference  to  partnership  income,  the 
payment  is  treated  as  a  distributive  share  of  partnership  income, 
thereby  reducing  the  distributive  shares  of  other  partners  (which  is 
equivalent  to  a  deduction)  (sec.  736(a)(2)). 

A  special  rule  treats  amounts  paid  for  goodwill  of  the  partner- 
ship (except  to  the  extent  provided  in  the  partnership  agreement) 
and  unrealized  receivables  as  not  made  in  exchange  for  an  interest 
in  partnership  property  (sec.  736(b)(2)(B)).  Thus,  such  amounts  may 
be  deductible.  Unrealized  receivables  include  unbilled  amounts,  ac- 
counts receivable,  depreciation  recapture,  market  discount,  and 
certain  other  items  (sec.  751(c)). 

Sale  or  exchange  of  a  partnership  interest 

The  sale  or  exchange  of  a  partnership  interest  results  in  capital 
gain  or  loss  to  the  transferor  partner,  except  to  the  extent  that  or- 
dinary income  or  loss  is  recognized  with  respect  to  the  partner's 
share  of  the  partnership's  unrealized  receivables  and  substantially 
appreciated  inventory  items  (sec.  741).  It  is  often  unclear  whether  a 
payment  by  a  partnership  to  a  retiring  partner  is  made  in  sale  or 
exchange  of,  or  in  liquidation  of,  a  partnership  interest. 
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Reasons  for  Change 

In  general 

By  treating  a  payment  for  unstated  goodwill  and  unrealized  re- 
ceivables as  a  guaranteed  payment  or  distributive  share,  present 
law  in  effect  permits  a  deduction  for  an  amount  that  would  other- 
wise constitute  a  capital  expenditure.  This  treatment  does  not 
measure  partnership  income  properly.  It  also  threatens  to  erode 
the  rule  requiring  capitalization  of  such  payments  generally. 
Under  present  law,  a  prospective  buyer  of  a  business  may  structure 
the  transaction  so  as  to  currently  deduct  such  an  amount  by  first 
entering  into  a  partnership  with  the  seller  and  then  liquidating  the 
seller's  partnership  interest. 

Section  736  was  intended  to  simplify  the  taxation  of  payments  in 
liquidation.  Instead,  it  has  created  confusion  as  to  whether  a  par- 
ticular payment  is  a  payment  in  liquidation  or  is  made  pursuant  to 
a  sale  of  the  partnership  interest  to  the  continuing  partners.  The 
proposal  reduces  this  confusion  by  eliminating  a  primary  difference 
between  sales  and  liquidations. 

The  special  treatment  of  goodwill  was  apparently  predicated  on 
the  assumption  that  the  adverse  positions  of  the  taxpayers  will 
result  in  a  stated  price  equal  to  the  true  value  of  the  goodwill.  That 
assumption  is  false.  If  the  value  of  the  preferential  rate  (if  any)  and 
the  income  deflection  are  not  equal,  the  stated  goodwill  and  total 
retirement  payments  will  likely  be  set  so  as  to  maximize  the  com- 
bined tax  savings  for  both  retiring  and  continuing  partners. 

It  is  recognized,  however,  that  general  partners  in  service  part- 
nerships do  not  ordinarily  value  goodwill  in  liquidating  partners. 
Accordingly,  such  partners  may  continue  to  receive  the  special  rule 
of  present  law. 

Unrealized  receivables 

When  originally  enacted,  the  term  "unrealized  receivables"  was 
limited  to  unbilled  amounts  and  accounts  receivable.  The  tax  defer- 
ral resulting  from  immediate  deduction  of  amounts  paid  for  these 
items  is  relatively  short  because  payment  is  usually  received  in  the 
near  future.  Such  deferral  is  considerably  longer,  however,  with  re- 
spect to  the  deduction  of  other  items  now  included  in  the  expanded 
definition  of  unrealized  receivables,  such  as  depreciation  recapture 
on  business  assets,  which  are  slow  to  give  rise  to  ordinary  income. 

Explanation  of  Provision 

In  general 

The  bill  generally  repeals  the  special  treatment  of  liquidation 
payments  made  for  goodwill  and  unrealized  receivables.  Thus,  such 
payments  would  be  treated  as  made  in  exchange  for  the  partner's 
interest  in  partnership  property,  and  not  as  a  distributive  share  or 
guaranteed  payment  that  could  give  rise  to  a  deduction  or  its 
equivalent.  The  bill  does  not  change  present  law  with  respect  to 
payments  made  to  a  general  partner  in  a  partnership  in  which  cap- 
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ital  is  not  a  material  income-producing  factor.30  In  addition,  the 
bill  does  not  affect  the  deductibility  of  compensation  paid  to  a  retir- 
ing partner  for  past  services. 

Unrealized  receivables 

The  bill  also  repeals  the  special  treatment  of  payments  made  for 
unrealized  receivables  (other  than  unbilled  amounts  and  accounts 
receivable)  for  all  partners.  Such  amounts  would  be  treated  as 
made  in  exchange  for  the  partner's  interest  in  partnership  proper- 
ty. Thus,  for  example,  a  payment  for  depreciation  recapture  would 
be  treated  as  made  in  exchange  for  an  interest  in  partnership  prop- 
erty, and  not  as  a  distributive  share  or  guaranteed  payment  that  j 
could  give  rise  to  a  deduction  or  its  equivalent. 

Effective  Date 

The  provision  generally  applies  to  partners  retiring  or  dying  on 
or  after  June  25,  1992.  The  provision  does  not  apply  to  any  partner  J 
who  retires  on  or  after  June  25,  1992,  if  a  written  contract  to  pur- 
chase the  partner's  interest  in  the  partnership  was  binding  on  \ 
June  24,  1992  and  at  all  times  thereafter  until  such  purchase.  For 
this  purpose,  a  written  contract  is  to  be  considered  binding  only  if 
the  contract  specifies  the  amount  to  be  paid  for  the  partnership  in-  f 
terest  and  the  timing  of  any  such  payments. 

Subtitle  F.  Other  Income  Tax  Provisions 

PART  I — PROVISIONS  RELATING  TO  SUBCHAPTER  S  CORPORATIONS 

1.  Determination  of  Whether  an  S  Corporation  Has  One  Class 
of  Stock  (Sec.  4601  of  the  Bill  and  Sec.  1361  of  the  Code) 

Present  Law 

Under  present  law,  a  small  business  corporation  eligible  to  be  an 
S  corporation  may  not  have  more  than  one  class  of  stock.  Differ- 
ences in  voting  rights  are  disregarded  in  determining  whether  a  ' 
corporation  has  more  than  one  class  of  stock.  In  addition,  certain  } 
debt  instruments  may  not  be  treated  as  a  second  class  of  stock  for 
purposes  of  this  rule. 

On  October  5,  1990,  the  Treasury  Department  issued  proposed  I 
regulations  1  providing  that  a  corporation  has  more  than  one  class  f 
of  stock  if  all  of  the  outstanding  shares  of  stock  do  not  confer  iden-  i 
tical  rights  to  distribution  and  liquidation  proceeds,  regardless  of  I 
whether  any  differences  in  rights  occur  pursuant  to  the  corporate  \ 
charter,  articles  or  bylaws,  by  operation  of  State  law,  by  adminis-  | 
trative  action,  or  by  agreement.  The  proposed  regulations  also  pro-  \ 
vided  that,  notwithstanding  that  all  outstanding  shares  of  stock 
confer  identical  rights  to  distribution  and  liquidation  proceeds,  a 
corporation  has  more  than  one  class  of  stock  if  the  corporation 
makes  non-conforming  distributions  (i.e.,  distributions  that  differ  j 


30  The  determination  of  whether  capital  is  a  material  income-producing  factor  would  be  made 
under  principles  of  present  and  prior  law  {e.g.,  sections  401(cX2)  and  911(d)  of  the  Code  and  old 
section  1348(b)(1)(A)  of  the  Code). 

1  Proposed  Treasury  Regulation  sec.  1.1361-1(1X2). 
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with  respect  to  timing  or  amount  with  respect  to  each  share  of 
stock),  with  limited  exceptions  for  certain  redemptions  and  certain 
differences  in  the  timing  of  distributions.  The  proposed  regulations 
were  to  apply  to  taxable  years  beginning  after  December  31,  1982. 

On  August  8,  1991,  the  Treasury  Department  issued  revised  pro- 
posed regulations  replacing  the  proposed  regulations  described 
above.  The  regulations  were  issued  as  final  regulations  on  May  29, 
1992  (Treasury  Decision  8419).  These  regulations  provide  that  a  cor- 
poration is  treated  as  having  only  one  class  of  stock  if  all  outstand- 
ing shares  of  stock  confer  identical  rights  to  distribution  and  liqui- 
dation proceeds.  Under  the  revised  regulations,  any  distributions 
that  differ  in  timing  or  amount  are  to  be  given  appropriate  tax 
effect  in  accordance  with  the  facts  and  circumstances.  These  regu- 
lations generally  apply  to  taxable  years  beginning  after  May  28, 
1992. 

Reasons  for  Change 

The  provision  promotes  simplification  by  clarifying  that  a  corpo- 
ration will  not  be  ineligible  to  be  an  S  corporation  by  reason  of 
having  more  than  one  class  of  stock  where  the  corporation  has  not 
issued  shares  of  different  classes  (disregarding  differences  in  voting 
rights)  and  applicable  State  corporate  law  does  not  provide  for  dif- 
fering rights  to  distributions  and  liquidation  proceeds. 

Explanation  of  Provision 

The  bill  provides  that  a  corporation  is  treated  as  having  only  one 
class  of  stock  if  all  outstanding  shares  of  stock  of  the  corporation 
confer  identical  rights  to  distribution  and  liquidation  proceeds.  Ap- 
plicable State  law,  taking  into  account  legally  enforceable  rights 
under  the  corporate  charter,  articles  or  bylaws,  administrative 
action,  and  agreements  relating  to  distributions  or  liquidation  pro- 
ceeds with  respect  to  shares,  determines  whether  the  outstanding 
shares  confer  different  rights  to  distributions  or  liquidation  pro- 
ceeds. 

Where  an  S  corporation  in  fact  makes  distributions  which  differ 
as  to  timing  or  amount,  the  bill  in  no  way  limits  the  Internal  Reve- 
nue Service  from  properly  characterizing  the  transaction  for  tax 
purposes.  For  example,  if  a  distribution  is  properly  characterized  as 
compensation,  the  Service  could  require  it  to  be  so  treated  for  tax 
purposes.  Similarly,  if  a  payment  appearing  as  compensation 
should  be  properly  characterized  as  a  distribution,  the  Service 
could  require  it  to  be  so  treated  for  purposes  of  computing  taxable 
income. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1982. 
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2.  Authority  to  Validate  Certain  Invalid  Elections  (Sec.  4602  of  the 

Bill  and  Sec.  1362  of  the  Code) 

Present  Law 

Under  present  law,  if  the  Internal  Revenue  Service  determines 
that  a  corporation's  Subchapter  S  election  is  inadvertently  termi- 
nated, the  Service  can  waive  the  effect  of  the  terminating  event  for 
any  period  if  the  corporation  timely  corrects  the  event  and  if  the 
corporation  and  shareholders  agree  to  be  treated  as  if  the  election 
had  been  in  effect  for  that  period.  Present  law  does  not  grant  the 
Internal  Revenue  Service  the  ability  to  waive  the  effect  of  an  inad- 
vertent invalid  Subchapter  S  election. 

In  addition,  under  present  law,  a  small  business  corporation 
must  elect  to  be  an  S  corporation  no  later  than  the  15th  day  of  the 
third  month  of  the  taxable  year  for  which  the  election  is  effective. 
The  Internal  Revenue  Service  may  not  validate  a  late  election. 

Reasons  for  Change 

The  bill  promotes  simplification  by  giving  the  Secretary  the  flexi- 
bility to  validate  an  invalid  S  election  where  the  failure  to  properly 
elect  S  status  was  inadvertent  or  untimely. 

Explanation  of  Provision 

Under  the  bill,  the  authority  of  the  Internal  Revenue  Service  to 
waive  the  effect  of  an  inadvertent  termination  is  extended  to  allow 
the  Service  to  waive  the  effect  of  an  invalid  election  caused  by  an 
inadvertent  failure  to  qualify  as  a  small  business  corporation  or  to 
obtain  the  required  shareholder  consents  (including  elections  re- 
garding qualified  subchapter  S  trusts),  or  both.  It  is  intended  that 
the  Internal  Revenue  Service  be  reasonable  in  granting  waivers  of 
inadvertent  invalid  elections  so  that  a  corporation  whose  election 
was  inadvertently  invalid  would  be  treated  as  an  S  corporation  as 
if  the  election  had  been  effective. 

The  bill  also  allows  the  Internal  Revenue  Service  to  treat  a  late 
Subchapter  S  election  as  timely  where  the  Service  determines  that 
there  was  reasonable  cause  for  the  failure  to  make  the  election 
timely.  It  is  intended  that  the  Internal  Revenue  Service  adopt  a 
standard  similar  to  the  standard  currently  set  forth  in  Treasury 
regulation  sec.  1.9100-1  in  applying  this  provision. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 

31,  1982.2 

3.  Treatment  of  Distributions  by  S  Corporations  During  Loss  Year 

(Sec.  4603  of  the  Bill  and  Sees.  1366  and  1368  of  the  Code) 

Present  Law 

Under  present  law,  the  amount  of  loss  an  S  corporation  share- 
holder may  take  into  account  for  a  taxable  year  cannot  exceed  the 


2  This  is  the  effective  date  of  the  present-law  provision  regarding  inadvertent  terminations. 
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sum  of  shareholder's  adjusted  basis  in  his  or  her  stock  of  the  corpo- 
ration and  the  adjusted  basis  in  any  indebtedness  of  the  corpora- 
tion to  the  shareholder.  Any  excess  loss  is  carried  forward. 

Any  distribution  to  a  shareholder  by  an  S  corporation  generally 
is  tax-free  to  the  shareholder  to  the  extent  of  the  shareholder's  ad- 
justed basis  of  his  or  her  stock.  The  shareholder's  adjusted  basis  is 
reduced  by  the  tax-free  amount  of  the  distribution.  Any  distribu- 
tion in  excess  of  the  shareholder's  adjusted  basis  is  treated  as  gain 
from  the  sale  or  exchange  of  the  stock. 

Under  present  law,  income  (whether  or  not  taxable)  and  ex- 
penses (whether  or  not  deductible)  serve,  respectively,  to  increase 
and  decrease  an  S  corporation  shareholder's  basis  in  the  stock  of 
the  corporation.  These  rules  appear  to  require  that  the  adjustments 
to  basis  for  items  of  both  income  and  loss  for  any  taxable  year 
apply  before  the  adjustment  for  distributions  applies.3 

These  rules  limiting  losses  and  allowing  tax-free  distributions  up 
to  the  amount  of  the  shareholder's  adjusted  basis  are  similar  in 
certain  respects  to  the  rules  governing  the  treatment  of  losses  and 
,  cash  distributions  by  partnerships.  Under  the  partnership  rules 
(unlike  the  S  corporation  rules),  for  any  taxable  year,  a  partner's 
basis  is  first  increased  by  items  of  income,  then  decreased  by  distri- 
butions, and  finally  is  decreased  by  losses  for  that  year.4 

In  addition,  if  the  S  corporation  has  accumulated  earnings  and 
profits,5  any  distribution  in  excess  of  the  amount  in  an  "accumu- 
lated adjustments  account"  will  be  treated  as  a  dividend  (to  the 
extent  of  the  accumulated  earnings  and  profits).  A  dividend  distri- 
bution does  not  reduce  the  adjusted  basis  of  the  shareholder's 
stock.  The  ' 'accumulated  adjustments  account"  generally  is  the 
amount  of  the  accumulated  undistributed  post-1982  gross  income 
less  deductions. 

Reasons  for  Change 

The  provision  promotes  simplification  by  conforming  the  S  corpo- 
ration rules  regarding  distributions  to  the  partnership  rules  and  by 
eliminating  uncertainty  regarding  the  treatment  of  distributions 
I   made  during  the  year. 

Explanation  of  Provision 

The  bill  provides  that  the  adjustments  for  distributions  made  by 
I   an  S  corporation  during  a  taxable  year  are  taken  into  account 
|   before  applying  the  loss  limitation  for  the  year.  Thus,  distributions 
during  a  year  reduce  the  adjusted  basis  for  purposes  of  determining 
the  allowable  loss  for  the  year,  but  the  loss  for  a  year  does  not 
reduce  the  adjusted  basis  for  purposes  of  determining  the  tax 
status  of  the  distributions  made  during  that  year. 
The  bill  also  provides  that  in  determining  the  amount  in  the  ac- 
1   cumulated  adjustment  account  for  purposes  of  determining  the  tax 
treatment  of  distributions  made  during  a  taxable  year  by  an  S  cor- 


3  See  section  1366(d)(1)(A);  H.  Rep.  97-826,  p.  17;  S.  Rep.  97-640,  p.  18;  Prop.  Treas.  Reg.  sec. 
1.1367-l(e). 

4  Treas.  Reg.  sec.  1.704-l(d)(2);  Rev.  Rul.  66-94,  1966-1  C.B.  166. 

5  An  S  corporation  may  have  earnings  and  profits  from  years  prior  to  its  subchapter  S  elec- 
tion or  from  pre-1983  subchapter  3  years. 
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poration  having  accumulated  earnings  and  profits,  net  negative  ad- 
justments (i.e.,  the  excess  of  losses  and  deductions  over  income)  for 
that  taxable  year  are  disregarded. 

The  following  examples  illustrate  the  application  of  these  provi- 
sions: 

Example  1. — X  is  the  sole  shareholder  of  A,  a  calendar  year  S 
corporation  with  no  accumulated  earnings  and  profits.  X's  adjusted 
basis  in  the  stock  of  A  on  January  1,  1992,  is  $1,000  and  X  holds  no 
debt  of  A.  During  the  taxable  year,  A  makes  a  distribution  to  X  of 
$600,  recognizes  a  capital  gain  of  $200  and  sustains  an  operating 
loss  of  $900.  Under  the  bill,  X's  adjusted  basis  in  the  A  stock  is  in- 
creased to  $1,200  ($1,000  plus  $200  capital  gain  recognized)  pursu- 
ant to  section  1368(d)  to  determine  the  effect  of  the  distribution. 
X's  adjusted  basis  is  then  reduced  by  the  amount  of  the  distribu- 
tion to  $600  ($1,200  less  $600)  to  determine  the  application  of  the 
loss  limitation  of  section  1366(d)(1).  X  is  allowed  to  take  into  ac- 
count $600  of  A's  operating  loss,  which  reduces  X's  adjusted  basis 
to  zero.  The  remaining  $300  loss  is  carried  forward  pursuant  to  sec- 
tion 1366(d)(2). 

Example  2. — The  facts  are  the  same  as  in  Example  1,  except  that 
on  January  1,  1992,  A  has  accumulated  earnings  and  profits  of 
$500  and  an  accumulated  adjustments  account  of  $200.  Under  the 
bill,  because  there  is  a  net  negative  adjustment  for  the  year,  no  ad- 
justment is  made  to  the  accumulated  adjustments  account  before 
determining  the  effect  of  the  distribution  under  section  1368(c). 

As  to  A,  $200  of  the  $600  distribution  is  a  distribution  of  A's  ac- 
cumulated adjustments  account,  reducing  the  accumulated  adjust- 
ments account  to  zero.  The  remaining  $400  of  the  distribution  is  a 
distribution  of  accumulated  earnings  and  profits  ("E&P")  and  re- 
duces A's  E&P  to  $100.  A's  accumulated  adjustments  account  is 
then  increased  by  $200  to  reflect  the  recognized  capital  gain  and 
reduced  by  $900  to  reflect  the  operating  loss,  leaving  a  negative 
balance  in  the  accumulated  adjustment  account  on  January  1, 
1993,  of  $700  (zero  plus  $200  less  $900). 

As  to  X,  $200  of  the  distribution  is  applied  against  A's  adjusted 
basis  of  $1,200  ($1,000  plus  $200  capital  gain  recognized),  reducing 
X's  adjusted  basis  to  $1,000.  The  remaining  $400  of  the  distribution 
is  taxable  as  a  dividend  and  does  not  reduce  X's  adjusted  basis.  Be- 
cause X's  adjusted  basis  is  $1,000,  the  loss  limitation  does  not  apply 
to  X,  who  may  deduct  the  entire  $900  operating  loss.  X's  adjusted 
basis  is  then  decreased  to  reflect  the  $900  operating  loss.  Accord- 
ingly, X's  adjusted  basis  on  January  1,  1993,  is  $100  ($1,000  plus 
$200  less  $200  less  $900). 

Effective  Date 

These  provisions  apply  to  distributions  made  in  taxable  years  be- 
ginning after  December  31,  1991. 
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4.  Treatment  of  S  Corporations  as  Shareholders  in  C  Corporations 
(Sec.  4604(a)  of  the  Bill  and  Sec.  1371  of  the  Code) 

Present  Law 

Present  law  contains  several  provisions  relating  to  the  treatment 
of  S  corporations  as  corporations  generally  for  purposes  of  the  In- 
ternal Revenue  Code. 

First,  under  present  law,  the  taxable  income  of  an  S  corporation 
is  computed  in  the  same  manner  as  in  the  case  of  an  individual 
(sec.  1363(b)).  Under  this  rule,  the  provisions  of  the  Code  governing 
the  computation  of  taxable  income  which  are  applicable  only  to 
corporations,  such  as  the  dividends  received  deduction,  do  not 
apply  to  S  corporations. 

Second,  except  as  otherwise  provided  by  the  Internal  Revenue 
Code  and  except  to  the  extent  inconsistent  with  subchapter  S,  sub- 
chapter C  (i.e.,  the  rules  relating  to  corporate  distributions  and  ad- 
justments) applies  to  an  S  corporation  and  its  shareholders  (sec. 
1371(a)(1)).  Under  this  second  rule,  provisions  such  as  the  corporate 
reorganization  provisions  apply  to  S  corporations.  Thus,  a  C  corpo- 
ration may  merge  into  an  S  corporation  tax-free. 

Finally,  an  S  corporation  in  its  capacity  as  a  shareholder  of  an- 
other corporation  is  treated  as  an  individual  for  purposes  of  sub- 
chapter C  (sec.  1371(a)(2)).  The  Internal  Revenue  Service  has  taken 
the  position  that  this  rule  prevents  the  tax-free  liquidation  of  a  C 
corporation  into  an  S  corporation  because  a  C  corporation  cannot 
liquidate  tax-free  when  owned  by  an  individual  shareholder.6  Thus, 
a  C  corporation  may  elect  S  corporation  status  tax-free  or  may 
merge  into  an  S  corporation  tax-free,  but  may  not  liquidate  into  an 
S  corporation  tax-free.7  Also,  the  Service's  reasoning  would  also 
prevent  an  S  corporation  from  making  an  election  under  section 
338  where  a  C  corporation  was  acquired  by  an  S  corporation. 

Reasons  for  Change 

The  provision  promotes  simplification  by  treating  similar  trans- 
j    actions  in  a  similar  manner  for  tax  p  arposes. 

Explanation  of  Provision 

The  bill  repeals  the  rule  that  treats  an  S  corporation  in  its  capac- 
:  ity  as  a  shareholder  of  another  corporation  as  an  individual.  Thus, 
the  liquidation  of  a  C  corporation  into  an  S  corporation  will  be  gov- 
erned by  the  generally  applicable  subchapter  C  rules,  including  the 
provisions  of  sections  332  and  337  allowing  the  tax-free  liquidation 

I of  a  corporation  into  its  parent  corporation.  Following  a  tax-free 
liquidation,  the  built-in  gains  of  the  liquidating  corporation  may 
later  be  subject  to  tax  under  section  1374  upon  a  subsequent  dispo- 
sition An  S  corporation  will  also  be  eligible  to  make  a  section  338 
election  (assuming  all  the  requirements  are  otherwise  met),  result- 
ing in  immediate  recognition  of  all  the  acquired  C  corporation's 
gains  and  losses  (and  the  resulting  imposition  of  a  tax). 


6  See  PLR  8818049,  (Feb.  10,  1988). 

7  A  tax  is  imposed  with  respect  to  LIFO  inventory  held  by  a  C  corporation  becoming  an  S 
corporation. 
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The  repeal  of  this  rule  does  not  change  the  general  rule  govern- 
ing the  computation  of  income  of  an  S  corporation.  For  example,  it 
does  not  allow  an  S  corporation,  or  its  shareholders,  to  claim  a  divi- 
dends received  deduction  with  respect  to  dividends  received  by  the 
S  corporation,  or  to  treat  any  item  of  income  or  deduction  in  a 
manner  inconsistent  with  the  treatment  accorded  to  individual  tax- 
payers. 

No  inference  is  intended  regarding  the  present-law  treatment  of 
these  transactions. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 

5.  S  Corporations  Permitted  To  Hold  Subsidiaries  (Sec.  4604(b)  of 
the  Bill  and  Sec.  1361  of  the  Code) 

Present  Law 

Under  present  law,  an  S  corporation  may  not  be  a  member  of  an 
affiliated  group  of  corporations  (other  than  by  reason  of  ownership 
in  certain  inactive  corporations).  The  legislative  history  indicates 
that  this  rule  was  adopted  to  prevent  the  filing  of  consolidated  re- 
turns by  a  group  which  includes  an  S  corporation.8 

Reasons  for  Change 

The  provision  promotes  simplification  by  eliminating  a  barrier  to 
using  the  S  corporation  form  of  entity  and  providing  more  appro- 
priate treatment  of  corporations  with  subsidiaries,  i.e.,  the  prohibi- 
tion of  filing  a  consolidated  return  if  S  corporate  status  is  elected 
rather  than  disqualification  of  the  S  election. 

Explanation  of  Provision 

The  bill  repeals  the  rule  that  an  S  corporation  may  not  be  a 
member  of  an  affiliated  group  of  corporations.  Thus,  an  S  corpora- 
tion will  be  allowed  to  own  up  to  100  percent  of  the  stock  of  a  C 
corporation.  However,  an  S  corporation  cannot  be  included  in  a 
group  filing  a  consolidated  return. 

Under  the  bill,  if  an  S  corporation  holds  100  percent  of  the  stock 
of  a  C  corporation  that,  in  turn,  holds  100  percent  of  the  stock  of 
another  C  corporation,  the  two  C  corporations  may  elect  to  file  a 
consolidated  return  (if  otherwise  eligible),  but  the  S  corporation 
may  not  join  in  the  election. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 
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6.  Elimination  of  Pre-1983  Earnings  and  Profits  of  S  Corporations 

(Sec.  4604(c)  of  the  Bill) 

Present  Law 

Under  present  law,  the  accumulated  earnings  and  profits  of  a 
corporation  are  not  increased  for  any  year  in  which  an  election  to 
be  treated  as  an  S  corporation  is  in  effect.  However,  under  the  sub- 
chapter S  rules  in  effect  before  revision  in  1982,  a  corporation 
electing  subchapter  S  for  a  taxable  year  increased  its  accumulated 
earnings  and  profits  if  its  earnings  and  profits  for  the  year  exceed- 
ed both  its  taxable  income  for  the  year  and  its  distributions  out  of 
that  year's  earnings  and  profits.  As  a  result  of  this  rule,  a  share- 
holder may  later  be  required  to  include  in  his  income  the  accumu- 
lated earnings  and  profits  when  it  is  distributed  by  the  corporation. 
The  1982  revision  to  subchapter  S  repealed  this  rule  for  earnings 
attributable  to  taxable  years  beginning  after  1982  but  did  not  do  so 
for  previously  accumulated  S  corporation  earnings  and  profits. 

Reasons  for  Change 

The  provision  promotes  simplification  by  eliminating  the  need  to 
keep  records  of  certain  generally  small  amounts  of  earnings  arising 
before  1983. 

Explanation  of  Provision 

The  bill  provides  that  if  a  corporation  is  an  S  corporation  for  its 
first  taxable  year  beginning  after  December  31,  1991,  the  accumu- 
lated earnings  and  profits  of  the  corporation  as  of  the  beginning  of 
that  year  are  reduced  by  the  accumulated  earnings  and  profits  (if 
any)  accumulated  in  any  taxable  year  beginning  before  January  1, 
1983,  for  which  the  corporation  was  an  electing  small  business  cor- 
poration under  subchapter  S.  Thus,  such  a  corporation's  accumulat- 
ed earnings  and  profits  will  be  solely  attributable  to  taxable  years 
for  which  an  S  election  was  not  in  effect.  Thia  rule  is  generally  con- 
sistent with  the  change  adopted  in  1982  limiting  the  S  sharehold- 
er's taxable  income  attributable  to  S  corporation  earnings  to  his 
share  of  the  taxable  income  of  the  S  corporation. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 

7.  Treatment  of  Items  of  Income  in  Respect  of  a  Decedent  Held  by 
an  S  Corporation  (Sec.  4604(d)  of  the  Bill  and  Sec.  1367  of  the  Code) 

Present  Law 

Income  in  respect  of  a  decedent  (IRD)  generally  consists  of  items 
of  gross  income  that  accrued  during  the  decedent's  lifetime  but 
were  not  yet  includible  in  the  decedent's  income  before  his  death 
under  his  method  of  accounting.  IRD  is  includible  in  the  income  of 
the  person  acquiring  the  right  to  receive  such  item.  A  deduction  for 
the  estate  tax  attributable  to  an  item  of  IRD  is  allowed  to  the 
person  who  includes  the  item  in  gross  income  (sec.  691(c)). 
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The  cost  or  basis  of  property  acquired  from  a  decedent  is  its  fair 
market  value  at  the  date  of  death  (or  alternate  valuation  date  if 
that  date  is  elected  for  estate  tax  purposes).  This  basis  often  is  re- 
ferred to  as  a  "stepped-up  basis".  Property  that  constitutes  a  right 
to  receive  IRD  does  not  receive  a  stepped-up  basis. 

The  basis  of  a  partnership  interest  or  corporate  stock  acquired 
from  a  decedent  generally  is  stepped-up  at  death.  Under  Treasury 
regulations,  the  basis  of  a  partnership  interest  acquired  from  a  de- 
cedent is  reduced  to  the  extent  that  its  value  is  attributable  to 
items  constituting  IRD.9  Although  S  corporation  income  is  included 
in  the  income  of  the  shareholders  in  a  manner  similar  to  the  inclu- 
sion of  partnership  income  in  the  income  of  the  partners,  no  com- 
parable regulation  provides  for  a  reduction  in  the  basis  of  stock  of 
an  S  corporation  acquired  from  a  decedent  where  the  S  corporation 
holds  items  of  IRD  on  the  date  of  death  of  a  shareholder.  Thus, 
under  present  law,  the  treatment  of  an  item  of  IRD  held  by  an  S 
corporation  is  unclear. 

Reasons  for  Change 

The  provision  promotes  simplification  by  eliminating  the  uncer- 
tainty of  present  law,  and  by  treating  items  of  IRD  held  by  a  tax- 
payer directly,  through  a  partnership,  or  through  an  S  corporation 
in  a  similar  manner. 

Explanation  of  Provision 

The  bill  provides  that  a  person  acquiring  stock  in  an  S  corpora- 
tion from  a  decedent  will  treat  as  IRD  his  pro  rata  share  of  any 
item  of  income  of  the  corporation  which  would  have  been  IRD  if 
that  item  had  been  acquired  directly  from  the  decedent.  Where  an 
item  is  treated  as  IRD,  a  deduction  for  the  estate  tax  attributable 
to  the  item  generally  will  be  allowed  under  the  provisions  of  sec- 
tion 691(c).  The  stepped-up  basis  in  the  stock  will  be  reduced  by  the 
extent  to  which  the  value  of  the  stock  is  attributable  to  items  con- 
sisting of  IRD.  This  basis  rule  is  comparable  to  the  present-law 
partnership  rule. 

No  inference  is  intended  regarding  the  present-law  treatment  of 
IRD  in  the  case  of  S  corporations. 

Effective  Date 

The  provision  applies  with  respect  to  decedents  dying  after  date 
of  enactment  of  the  bill. 

PART  II — ACCOUNTING  PROVISIONS 

1.  Modifications  to  the  Look-Back  Method  for  Long-Term  Contracts 
(Sec.  4611  of  the  Bill  and  Sec.  460  of  the  Code) 

Present  Law 

Taxpayers  engaged  in  the  production  of  property  under  a  long- 
term  contract  generally  must  compute  income  from  the  contract 


9  Treas.  Reg.  sec.  1.742-1. 
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under  the  percentage  of  completion  method.  Under  the  percentage 
of  completion  method,  a  taxpayer  must  include  in  gross  income  for 
any  taxable  year  an  amount  that  is  based  on  the  product  of  (1)  the 
gross  contract  price  and  (2)  the  percentage  of  the  contract  complet- 
ed as  of  the  end  of  the  year.  The  percentage  of  the  contract  com- 
pleted as  of  the  end  of  the  year  is  determined  by  comparing  costs 
incurred  with  respect  to  the  contract  as  of  the  end  of  the  year  with 
the  estimated  total  contract  costs. 

Because  the  percentage  of  completion  method  relies  upon  esti- 
mated, rather  than  actual,  contract  price  and  costs  to  determine 
gross  income  for  any  taxable  year,  a  "look-back  method"  is  applied 
in  the  year  a  contract  is  completed  in  order  to  compensate  the  tax- 
payer (or  the  Internal  Revenue  Service)  for  the  acceleration  (or  de- 
ferral) of  taxes  paid  over  the  contract  term.  The  first  step  of  the 
look-back  method  is  to  reapply  the  percentage  of  completion 
method  using  actual  contract  price  and  costs  rather  than  estimated 
contract  price  and  costs.  The  second  step  generally  requires  the 
taxpayer  to  recompute  its  tax  liability  for  each  year  of  the  contract 
using  gross  income  as  reallocated  under  the  look-back  method.  If 
there  is  any  difference  between  the  recomputed  tax  liability  and 
the  tax  liability  as  previously  determined  for  a  year,  such  differ- 
ence is  treated  as  a  hypothetical  underpayment  or  overpayment  of 
tax  to  which  the  taxpayer  applies  a  rate  of  interest  equal  to  the 
overpayment  rate,  compounded  daily.1  The  taxpayer  receives  (or 
pays)  interest  if  the  net  amount  of  interest  applicable  to  hypotheti- 
cal overpayments  exceeds  (or  is  less  than)  the  amount  of  interest 
applicable  to  hypothetical  underpayments. 

The  look-back  method  must  be  reapplied  for  any  item  of  income 
or  cost  that  is  properly  taken  into  account  after  the  completion  of 
the  contract. 

1  The  look-back  method  does  not  apply  to  any  contract  that  is  com- 
pleted within  two  taxable  years  of  the  contract  commencement 
date  and  if  the  gross  contract  price  does  not  exceed  the  lesser  of  (1) 
$1  million  or  (2)  one  percent  of  the  average  gross  receipts  of  the 
taxpayer  for  the  preceding  three  taxable  years.  In  addition,  a  sim- 
plified look-back  method  is  available  to  certain  pass-through  enti- 
ties and,  pursuant  to  Treasury  regulations,  to  certain  other  taxpay- 
ers. Under  the  simplified  look-back  method,  the  hypothetical  un- 
derpayment or  overpayment  of  tax  for  a  contract  year  generally  is 
!  determined  by  applying  the  highest  rate  of  tax  applicable  to  such 
i  taxpayer  to  the  change  in  gross  income  as  recomputed  under  the 
look-back  method. 

Reasons  for  Change 

Present  law  may  require  multiple  applications  of  the  look-back 
method  with  respect  to  a  single  contract  or  may  otherwise  subject 
contracts  to  the  look-back  method  even  though  the  amounts  neces- 
sitating the  look-back  computations  are  de  minimis  relative  to  the 
i  aggregate  contract  income.  In  addition,  the  use  of  multiple  interest 
I  rates  complicates  the  mechanics  of  the  look-back  method. 


1  The  overpayment  rate  equals  the  applicable  Federal  short-term  rate  plus  two  percentage 
points.  This  rate  is  adjusted  quarterly  by  the  IRS.  Thus,  in  applying  the  look-back  method  for  a 
contract  year,  a  taxpayer  may  be  required  to  use  five  different  interest  rates. 
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Explanation  of  Provision 
Election  not  to  apply  the  look-back  method  for  de  minimis  amounts 

The  bill  provides  that  a  taxpayer  may  elect  not  to  apply  the  look- 
back method  with  respect  to  a  long-term  contract  if,  for  each  prior 
contract  year,  the  cumulative  taxable  income  (or  loss)  under  the 
contract  as  determined  using  estimated  contract  price  and  costs  is 
within  10  percent  of  the  cumulative  taxable  income  (or  loss)  as  de- 
termined using  actual  contract  price  and  costs. 

Thus,  under  the  election,  upon  completion  of  a  long-term  con- 
tract, a  taxpayer  would  be  required  to  apply  the  first  step  of  the 
look-back  method  (the  reallocation  of  gross  income  using  actual, 
rather  than  estimated,  contract  price  and  costs),  but  would  not  be 
required  to  apply  the  additional  steps  of  the  look-back  method  if  !  ( 
the  application  of  the  first  step  resulted  in  de  minimis  changes  to  , 
the  amount  of  income  previously  taken  into  account  for  each  prior 
contract  year. 

The  election  applies  to  all  long-term  contracts  completed  during  I  j 
the  taxable  year  for  which  the  election  is  made  and  to  all  long- 
term  contracts  completed  during  subsequent  taxable  years,  unless 
the  election  is  revoked  with  the  consent  of  the  Secretary  of  the 
Treasury. 

Example  1. — A  taxpayer  enters  into  a  three-year  contract  and  [ 
upon  completion  of  the  contract,  determines  that  annual  net  j 
income  under  the  contract  using  actual  contract  price  and  costs  is  j  1 
$100,000,  $150,000,  and  $250,000,  respectively,  for  Years  1,  2,  and  3  !  E 
under  the  percentage  of  completion  method.  An  electing  taxpayer  " 
need  not  apply  the  look-back  method  to  the  contract  if  it  had  re- 
ported cumulative  net  taxable  income  under  the  contract  using  es- 
timated contract  price  and  costs  of  between  $90,000  and  $110,000  as  | 
of  the  end  of  Year  1,  and  between  $225,000  and  $275,000  as  of  the  j  ei 
end  of  Year  2. 

Election  not  to  reapply  the  look-back  method 

The  bill  provides  that  a  taxpayer  may  elect  not  to  reapply  the 
look-back  method  with  respect  to  a  contract  if,  as  of  the  close  of 
any  taxable  year  after  the  year  the  contract  is  completed,  the  cu- 
mulative taxable  income  (or  loss)  under  the  contract  is  within  10  ( 
percent  of  the  cumulative  look-back  income  (or  loss)  as  of  the  close 
of  the  most  recent  year  in  which  the  look-back  method  was  applied  J  J 
(or  would  have  applied  but  for  the  other  de  minimis  exception  de-  , 
scribed  above).  In  applying  this  rule,  amounts  that  are  taken  into  ;  ar 
account  after  completion  of  the  contract  are  not  discounted. 

Thus,  an  electing  taxpayer  need  not  apply  or  reapply  the  look-  |  J 
back  method  if  amounts  that  are  taken  into  account  after  the  com-  J1 
pletion  of  the  contract  are  de  minimis. 

The  election  applies  to  all  long-term  contracts  completed  during 
the  taxable  year  for  which  the  election  is  made  and  to  all  long- 
term  contracts  completed  during  subsequent  taxable  years,  unless 
the  election  is  revoked  with  the  consent  of  the  Secretary  of  the  r  mj 
Treasury. 

Example  2. — A  taxpayer  enters  into  a  three-year  contract  and  re-  f  ti0 
ports  taxable  income  of  $12,250,  $15,000  and  $12,750,  respectively,  ^ 
for  Years  1  through  3  with  respect  to  the  contract.  Upon  comple-  j  ^ 
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tion  of  the  contract,  cumulative  look-back  income  with  respect  to 
the  contract  is  $40,000,  and  10  percent  of  such  amount  is  $4,000. 
After  the  completion  of  the  contract,  the  taxpayer  incurs  additional 
costs  of  $2,500  in  each  of  the  next  three  succeeding  years  (Years  4, 
5,  and  6)  with  respect  to  the  contract.  Under  the  bill,  an  electing 
taxpayer  does  not  reapply  the  look-back  method  for  Year  4  because 
the  cumulative  amount  of  contract  taxable  income  ($37,500)  is 
within  10  percent  of  contract  look-back  income  as  of  the  completion 
of  the  contract  ($40,000).  However,  the  look-back  method  must  be 
applied  for  Year  5  because  the  cumulative  amount  of  contract  tax- 
able income  ($35,000)  is  not  within  10  percent  of  contract  look-back 
income  as  of  the  completion  of  the  contract  ($40,000).  Finally,  the 
taxpayer  does  not  reapply  the  look-back  method  for  Year  6  because 
the  cumulative  amount  of  contract  taxable  income  ($32,500)  is 
within  10  percent  of  contract  look-back  income  as  of  the  last  appli- 
cation of  the  look-back  method  ($35,000). 

Interest  rates  used  for  purposes  of  the  look-back  method 

The  bill  provides  that  for  purposes  of  the  look-back  method,  only 
one  rate  of  interest  is  to  apply  for  each  accrual  period.  An  accrual 
period  with  respect  to  a  taxable  year  begins  on  the  day  after  the 
return  due  date  (determined  without  regard  to  extensions)  for  the 
taxable  year  and  ends  on  such  return  due  date  for  the  following 
taxable  year.  The  applicable  rate  of  interest  is  the  overpayment 
rate  in  effect  for  the  calendar  quarter  in  which  the  accrual  period 
begins. 

Effective  Date 

The  provisions  apply  to  contracts  completed  in  taxable  years 
ending  after  the  date  of  enactment. 

2.  Simplified  Method  for  Applying  Uniform  Cost  Capitalization 
Rules  (Sec.  4612  of  the  Bill  and  Sec.  263A  of  the  Code) 

Present  Law 

In  general,  the  uniform  cost  capitalization  rules  require  taxpay- 
ers that  are  engaged  in  the  production  of  re  al  or  tangible  personal 
property  or  in  the  purchase  and  holding  of  property  for  resale  to 
capitalize  or  include  in  inventory  the  direct  costs  of  the  property 

I and  the  indirect  costs  that  are  allocable  to  the  property.  In  deter- 
mining whether  indirect  costs  are  allocable  to  production  or  resale 
activities,  taxpayers  are  allowed  to  use  various  methods  so  long  as 
the  method  employed  reasonably  allocates  indirect  costs  to  produc- 
tion and  resale  activities. 

Reasons  for  Change 

The  uniform  cost  capitalization  rules  require  taxpayers  to  deter- 
mine for  each  taxable  year  the  costs  of  each  administrative,  serv- 
ice, or  support  function  or  department  that  are  allocable  to  produc- 
tion or  resale  activities.  If  a  taxpayer  does  not  elect  any  of  the  sim- 
plified methods  provided  in  Treasury  regulations,  this  allocation 
may  be  unduly  burdensome  and  costly. 
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Explanation  of  Provision 

The  bill  authorizes  (but  does  not  require)  the  Treasury  Depart- 
ment to  issue  regulations  that  allow  taxpayers  in  appropriate  cir- 
cumstances to  determine  the  costs  of  any  administrative,  service, 
or  support  function  or  department  that  are  allocable  to  production 
or  resale  activities  by  multiplying  the  total  amount  of  costs  of  any 
such  function  or  department  by  a  fraction,  the  numerator  of  which 
is  the  amount  of  costs  of  the  function  or  department  that  was  allo- 
cable to  production  or  resale  activities  for  a  base  period  and  the  de- 
nominator of  which  is  the  total  amount  of  costs  of  the  function  or 
department  for  the  base  period.  It  is  anticipated  that  the  regula- 
tions will  provide  that  the  base  period  is  to  begin  no  earlier  than  4 
taxable  years  prior  to  the  taxable  year  with  respect  to  which  this 
simplified  method  applies. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  the  date  of 
enactment  of  the  bill.  Thus,  the  regulations  may  permit  the  use  of 
the  simplified  method  for  taxable  years  beginning  after  this  date. 
The  simplified  method,  however,  may  not  be  used  for  any  taxable 
year  that  begins  prior  to  the  date  that  the  Treasury  Department 
publishes  regulations  that  authorize  the  use  of  the  simplified 
method  and  set  forth  the  requirements  that  must  be  satisfied  in 
order  for  the  method  to  be  used. 
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Part  III — Provisions  Relating  to  Regulated  Investment 

Companies 

1.  Repeal  the  Short-Short  Test  for  Regulated  Investment 
Companies  (Sec.  4621  of  the  Bill  and  Sec.  851(b)(3)  of  the  Code) 

Present  Law 

A  regulated  investment  company  ("RIC")  generally  is  treated  as 
a  conduit  for  Federal  income  tax  purposes.  The  Code  provides  con- 
duit treatment  by  permitting  a  RIC  to  deduct  dividends  paid  to  its 
shareholders  in  computing  its  taxable  income. 

A  RIC  is  a  domestic  corporation  that,  at  all  times  during  the  tax- 
able year,  is  registered  under  the  Investment  Company  Act  of  1940 
as  a  management  company  or  as  a  unit  investment  trust,  or  has 
elected  to  be  treated  as  a  business  development  company  under 
that  Act  (sec.  851(a)). 

In  addition,  to  qualify  as  a  RIC,  a  corporation  must  elect  such 
status  and  must  satisfy  certain  tests  (sec.  851(b)).  In  particular,  a 
corporation  must  derive  less  than  30  percent  of  its  gross  income 
from  the  sale  or  disposition  of  certain  investments  (including  stock, 
securities,  options,  futures,  and  forward  contracts)  held  less  than  3 
months  (the  "short-short  test")  (sec.  851(b)(3)). 

Reasons  for  Change 

The  short-short  test  restricts  the  investment  flexibility  of  RICs. 
The  test  can,  for  example,  limit  a  RICs  ability  to  "hedge"  its  in- 
vestment (e.g.,  to  use  options  to  protect  against  adverse  market 
moves). 

The  test  also  burdens  a  RIC  with  significant  recordkeeping,  com- 
pliance, and  administration  costs.  The  RIC  must  keep  track  of  the 
holding  periods  of  assets  and  the  relative  percentages  of  short-term 
and  long-term  gain  that  it  realizes  throughout  the  year. 

Explanation  of  Provision 

The  provision  repeals  the  short-short  test. 

Effective  Date 

The  provision  is  effective  for  taxable  years  ending  after  the  date 
of  enactment. 

2.  Require  Brokers  and  Mutual  Funds  to  Report  Basis  to  Customers 
(Sec.  4622  of  the  Bill  and  Sees.  1012  and  6045  of  the  Code) 

Present  Law 

Information  returns 

Brokers  1  are  required  to  report  to  the  Internal  Revenue  Service 
the  gross  proceeds  from  sales  and  exchanges  by  customers  (sec. 


1  Under  section  6045,  "broker"  is  defined  to  include  dealers,  barter  exchanges,  and  any  other 
person  who,  for  a  consideration,  regularly  acts  as  a  middleman  with  respect  to  property  or  serv- 
ices. Under  the  regulations,  the  term  is  defined  to  include  mutual  funds  that  deal  directly  with 
customers  (i.e.,  mutual  funds  that  stand  ready  to  redeem  their  shares).  The  term  "broker"  has 
this  meaning  for  purposes  of  this  section. 


56-851  0-92-9 
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6045(a)).  Brokers  also  must  give  each  customer  a  written  statement 
containing  that  information  by  January  31  of  the  year  following 
the  calendar  year  the  transaction  occurred  (sec.  6045(b)).2 

Gain  or  loss  from  the  sale  of  mutual  fund  shares 

A  taxpayer  who  sells  or  exchanges  mutual  fund  shares  is  re- 
quired to  report  the  gain  or  loss  along  with  any  other  capital  gains 
or  losses.  A  taxable  sale  or  exchange  includes  a  direct  redemption 
or  sale,  a  check  written  on  a  fund,  or  exchanges  from  one  fund  into 
another  fund. 

The  amount  of  gain  or  loss  is  the  difference  between  the  amount 
the  taxpayer  realized  from  the  sale  or  exchange  and  the  taxpayer's 
adjusted  basis  in  the  shares  (sec.  1001).  In  general,  the  amount  a 
taxpayer  realizes  from  a  sale  or  exchange  of  shares  is  the  money 
and  value  of  any  property  received  for  the  shares  minus  expenses 
(such  as  sales  commissions,  sales  charges,  or  exit  fees).  A  taxpayer's 
adjusted  basis  generally  is  his  original  cost  (including  any  sales 
charges  or  "load")  or  other  basis  adjusted  for  such  things  as  wash 
sales  and  return  of  capital  distributions. 

A  taxpayer  who  sells  any  of  his  shares  may  choose  one  of  three 
methods  to  determine  the  adjusted  basis  of  the  shares  that  were 
sold  (Treas.  Reg.  sees.  1.1012-l(c)  and  (e)): 

(1)  the  first-in,  first-out  (FIFO)  method  which  requires  the  tax- 
payer to  assume  that  the  first  shares  sold  were  the  first  ones  pur- 
chased by  the  taxpayer; 

(2)  the  specific  identification  method  which  permits  the  taxpayer 
to  identify  exactly  which  shares  were  sold — but  the  method  is 
available  only  if,  at  the  time  of  sale,  the  taxpayer  specified  to  the 
broker  the  particular  shares  to  be  sold  and  the  broker  confirms 
such  specification  in  a  written  document  within  a  reasonable  time 
after  the  sale;  or 

(3)  the  average  cost  method  which  permits  the  taxpayer  to  calcu- 
late his  gain  or  loss  based  on  the  average  price  he  paid  for  his 
shares.  The  average  cost  method  may  be  determined  either  by  the 
single  category  method  (which  uses  the  average  cost  of  all  of  the 
taxpayer's  shares  and  determines  the  holding  period  for  the  shares 
that  are  sold  on  a  first-in  first-out  basis)  or  the  double  category 
method  (which  separates  the  taxpayer's  shares  into  long-term  and 
short-term  holdings  and  provides  a  separate  average  cost  for  each 
category).  A  taxpayer  may  elect  the  average  cost  method  by  attach- 
ing a  statement  to  his  return.  Once  the  taxpayer  elects  the  average 
cost  method,  the  taxpayer  must  use  that  method  for  all  of  his  ac- 
counts in  that  fund. 

Reasons  for  Change 

Many  mutual  fund  investors  engage  in  a  large  number  of  trans- 
actions in  mutual  fund  shares.  For  example,  some  taxpayers  pur- 
chase mutual  fund  shares  periodically  through  participation  in  div- 
idend reinvestment  or  payroll  deduction  plans.  Other  taxpayers, 
such  as  retired  individuals,  frequently  sell  shares  to  pay  current 


2  Brokers  are  required  to  use  Form  1099-B,  Statement  for  Recipients  of  Proceeds  From  Broker 
and  Barter  Exchange  Transactions  (or  an  IRS-authorized  substitute)  for  these  reporting  pur- 
poses. 
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expenses.  Because  of  the  many  purchases  or  sales  in  different 
amounts,  at  different  times,  and  at  different  prices,  taxpayers  fre- 
quently have  difficulty  in  calculating  gain  or  loss  upon  the  sale  of 
mutual  fund  shares.  In  many  cases,  these  calculations  require  tax- 
payers to  retain  accurate  records  for  many  years. 

Explanation  of  Provision 

Information  returns 

In  general. —The  bill  requires  brokers  that  are  currently  required 
to  report  gross  proceeds  on  sales  or  exchanges  of  mutual  fund 
shares  to  report  basis  and  holding-period  information  on  the  same 
information  return.  Those  brokers  that  are  not  currently  required 
to  report  gross  proceeds,  such  as  money  market  mutual  funds,  are 
not  required  by  the  bill  to  report  basis  information. 

Required  basis  information. — For  each  sale  or  exchange,  a  broker 
is  required  to  report  the  basis  of  the  shares  that  have  been  sold 
and  the  portion  of  the  gross  proceeds  for  the  shares  that  have  been 
held  for  more  than  1  year.  Basis  is  determined  using  the  single-cat- 
egory average  cost  basis  method  (and  not  the  double-category).  The 
bill  also  provides  the  Secretary  of  the  Treasury  authority  to  deter- 
mine the  manner  in  which  basis  and  holding  period  are  to  be  re- 
ported. Such  authority  includes  the  authority  to  require  brokers  to 
take  into  account  wash  sales,  return  of  capital  distributions,  and 
other  events  that  might  affect  a  basis  calculation. 

Multiple  accounts. — The  bill  requires  the  basis  calculation  to  be 
done  on  an  account-by-account  basis.  If  an  individual  holds  shares 
in  two  separate  accounts  with  a  mutual  fund,  then  a  separate  basis 
calculation  must  be  done  for  each  account.  In  addition,  if  a  custom- 
er holds  shares  in  two  mutual  funds  through  a  securities  broker 
(rather  than  directly  through  the  mutual  funds  themselves),  the 
shares  for  each  mutual  fund  (i.e.,  for  each  position)  must  be  consid- 
ered separate  accounts  for  purposes  of  these  rules. 

Due  date  of  returns. — Under  the  bill,  information  returns  are  re- 
quired to  be  sent  to  shareholders  by  January  31,  which  is,  under 
present  law,  the  same  date  by  which  the  information  returns  for 
gross  proceeds  must  be  provided  to  taxpayers.  The  bill  contem- 
plates that  amended  basis  information  returns  may  be  necessary  in 
certain  cases  (such  as  certain  wash  sales). 

Treasury  is  authorized  to  promulgate  regulations  to  require  a 
transfer  of  information  between  brokers  (including  RICs)  where  the 
transfer  is  necessary  to  comply  with  the  reporting  requirements  of 
this  section.  For  example,  if  a  broker  holds  shares  in  a  mutual  fund 
as  a  nominee  for  another  person  and  the  shares  are  transferred  to 
another  broker,  the  old  broker  would  be  required  to  furnish  the 
new  broker  the  information  necessary  for  the  new  broker  to  meet 
the  information-reporting  requirements. 

The  Committee  expects  that  the  Internal  Revenue  Service  will 
consult  with  representatives  of  the  industries  affected  by  the  basis 
reporting  provision  to  develop  the  regulations  necessary  to  imple- 
ment the  provision. 
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Gain  or  loss  from  the  sale  of  mutual  fund  shares 

The  bill  generally  requires  a  taxpayer  to  calculate  basis  and  ad- 
justments to  basis  as  under  present  law.  However,  unless  a  taxpay- 
er elects  otherwise,  a  taxpayer  must  determine  basis  for  mutual 
fund  shares  by  using  the  single-category  average  basis  of  all  of  the 
shares  of  the  account  from  which  a  sale  or  exchange  was  made 
(which  generally  is  the  amount  required  to  be  reported  by  the 
broker). 

Under  the  bill,  a  taxpayer  can  elect  a  method  other  than  the 
single-category  average  basis  (i.e.,  FIFO  or  specific  identification)  if 
he  made  such  an  election  on  his  return  for  the  first  taxable  year  in 
which  a  sale  from  the  account  occurs  (and  he  satisfied  present  law 
requirements).  In  addition,  under  the  bill,  a  taxpayer  can  elect  dif- 
ferent methods  for  different  accounts  in  the  same  fund. 

Effective  Date 

The  provision  is  effective  for  mutual  fund  shares  held  in  ac- 
counts opened  on  or  after  January  1,  1994.  For  example,  if  prior  to 
the  effective  date  a  taxpayer  holds  shares  in  mutual  fund  B  in  an 
account  maintained  by  a  securities  broker  and  holds  shares  in 
mutual  fund  F  directly  from  the  fund,  additions  to  either  of  those 
positions  after  January  1,  1994,  would  not  trigger  the  basis  report- 
ing requirement.  If,  however,  after  January  1,  1994,  the  taxpayer 
purchased  shares  in  mutual  fund  F  through  the  securities  broker, 
or  through  a  new  account  opened  with  mutual  fund  F,  a  new  posi- 
tion would  have  been  opened  and  basis  reporting  would  be  required 
on  that  new  position. 

The  provision  is  not  applicable,  however,  to  shares  in  an  account 
that  includes  shares  not  acquired  by  purchase.  Thus,  the  provision 
does  not  apply  to  shares  in  an  account  opened  after  January  1, 
1994,  that  includes  shares  that  had  been  acquired  by  gift.  The  basis 
in  such  shares  is  determined  as  under  present  law. 

3.  Permit  Common  Trust  Funds  to  Convert  to  Regulated  Invest- 
ment Companies  Without  Taxation  (Sec.  4623  of  the  Bill  and 
584  of  the  Code) 

Present  Law 

A  common  trust  fund  is  a  fund  maintained  by  a  bank  exclusively 
for  the  collective  investment  and  reinvestment  of  moneys  contrib- 
uted thereto  by  the  bank  in  its  capacity  as  a  trustee,  executor,  ad- 
ministrator, guardian,  or  custodian  of  certain  accounts  and  in  con- 
formity with  rules  and  regulations  of  the  Board  of  Governors  of  the 
Federal  Reserve  System  or  the  Comptroller  of  the  Currency  per- 
taining to  the  collective  investment  of  trust  funds  by  national 
banks  (sec.  584(a)). 

The  common  trust  fund  of  a  bank  is  not  subject  to  tax  and  is  not 
treated  as  a  corporation  (sec.  584(b)).  Each  participant  in  a  common 
trust  fund  includes  his  proportional  share  of  common  trust  fund 
income,  whether  or  not  the  income  is  distributed  or  distributable 
(sec.  584(c)). 

No  gain  or  loss  is  realized  by  the  fund  upon  admission  or  with- 
drawal of  a  participant.  Participants  generally  treat  their  admis- 
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sion  to  the  fund  as  the  purchase  of  such  interest.  Withdrawals 
from  the  fund  generally  are  treated  as  the  sale  of  such  interest  by 
the  participant  (sec.  584(e)). 

!  A  regulated  investment  company  (RIC)  also  is  treated  as  a  con- 
duit for  Federal  income  tax  purposes.  Present  law  is  unclear  as  to 
the  tax  consequences  when  a  common  trust  fund  transfers  its 
assets,  or  converts  its  status,  to  an  RIC. 

Reasons  for  Change 

.  Banks  are  inhibited  from  converting  common  trust  funds  into 
jRICs  by  the  possibility  of  the  merger  being  taxable  and  by  State 
laws  that  treat  the  triggering  of  an  income  tax  on  trust  fund  par- 
ticipants as  a  breach  of  the  banks'  fiduciary  obligations.  It  is  be- 
ilieved  that  common  trust  funds  should  be  permitted  to  transfer 
their  assets  on  a  tax-free  basis  to  a  regulated  investment  company, 
j  subject  to  certain  limitations. 

Explanation  of  Provision 

In  general,  the  bill  permits  a  common  trust  fund  to  transfer  sub- 
stantially all  of  its  assets  to  an  RIC  without  gain  or  loss  being  rec- 
I  ognized  by  the  fund  or  its  participants.  The  fund  must  transfer  its 
assets  to  the  RIC  solely  in  exchange  for  shares  of  the  RIC,  and  the 
fund  must  then  distribute  the  RIC  shares  to  the  fund's  participants 
in  exchange  for  the  participant's  interests  in  the  fund.  In  determin- 
ing whether  a  transfer  is  solely  in  exchange  for  shares  of  the  RIC, 
j  the  assumption  of  liabilities  by  the  RIC  is  to  be  ignored.  A  special 
rule,  however,  requires  gain  to  be  recognized  to  the  extent  the  as- 
|  sumed  liabilities  exceed  the  aggregate  adjusted  bases  (in  the  hands 
of  the  common  trust  fund)  of  the  assets  transferred  to  the  RIC. 

The  basis  of  any  asset  that  is  received  by  the  RIC  will  be  the 
!  basis  of  the  asset  in  the  hands  of  the  fund  prior  to  transfer.  In  ad- 
dition, the  basis  of  any  RIC  shares  that  are  received  by  a  fund  par- 
ticipant will  be  the  participant's  basis  in  the  interests  exchanged.  If 
the  interests  exchanged  have  different  bases,  then  the  RIC  shares 
received  by  the  participant  will  have  different  bases. 

The  tax-free  transfer  is  not  available  to  a  common  trust  fund 
with  assets  that  are  not  diversified.  This  rule  assures  that  a  fund 
participant  will  not  change  the  nature  of  his  investment  without 
recognizing  gain. 

■  No  inference  is  intended  as  to  the  tax  consequences  under 
|  present  law  when  a  common  trust  fund  transfers  its  assets,  or  con- 
!  verts  its  status,  to  an  RIC. 

| 

Effective  Date 

j  The  provision  is  effective  for  transfers  after  the  date  of  enact- 
I  ment. 


250 


PART  IV — TAX-EXEMPT  BOND  PROVISIONS 

Overview  j  M 

Interest  on  State  and  local  government  bonds  generally  is  ex- 
cluded from  gross  income  for  purposes  of  the  regular  individual 
and  corporate  income  taxes  if  the  proceeds  of  the  bonds  are  used  to 
finance  direct  activities  of  these  governmental  units  (Code  sec.  103).  ff 

Unlike  the  interest  on  governmental  bonds,  described  above,  in- 
terest on  private  activity  bonds  generally  is  taxable.  A  private  ac-  I 
tivity  bond  is  a  bond  issued  by  a  State  or  local  governmental  unit 
acting  as  a  conduit  to  provide  financing  for  private  parties  in  a 
manner  violating  either  (a)  a  private  business  use  and  payment 
test  or  (b)  a  private  loan  restriction.  However,  interest  on  private  ! 
activity  bonds  is  not  taxable  if  (a)  the  financed  activity  is  specified 
in  the  Code  and  (b)  at  least  95  percent  of  the  net  proceeds  of  the 
bond  issue  is  used  to  finance  the  specified  activity. 

Issuers  of  State  and  local  government  bonds  must  satisfy  numer-  j 
ous  other  requirements,  including  arbitrage  restrictions  (for  all 
such  bonds)  and  annual  State  volume  limitations  (for  most  private 
activity  bonds)  for  the  interest  on  their  bonds  to  be  excluded  from  j a 
gross  income. 

f1  ft 

1.  Simplification  of  Arbitrage  Rebate  Requirement  for  Governmen-  D 
tal  Bonds  (Sec.  4631  of  the  Bill  and  Sec.  148  of  Code) 

d] 

Present  Law 

ni 

Subject  to  limited  exceptions,  arbitrage  profits  from  investing  e 
bond  proceeds  in  investments  unrelated  to  the  governmental  pur- 1  el 
pose  of  the  borrowing  must  be  rebated  to  the  Federal  Government.  fa 
No  rebate  is  required  if  the  gross  proceeds  of  an  issue  are  spent  for 
the  governmental  purpose  of  the  borrowing  within  six  months  after 
issuance. 

This  six-month  exception  is  deemed  to  be  satisfied  by  issuers  of 
governmental  bonds  (other  than  tax  and  revenue  anticipation!11 
notes)  and  qualified  501(c)(3)  bonds  if  (1)  all  proceeds  other  than  an 
amount  not  exceeding  the  lesser  of  five  percent  or  $100,000  are  sol  9 
spent  within  six  months  and  (2)  the  remaining  proceeds  are  spent  t  ip 
within  one  year  after  the  bonds  are  issued.  I  ti 

r  w 

Reasons  for  Change  i  rf 

The  principal  Federal  policy  concern  underlying  the  arbitrage 
rebate  requirement  is  to  discourage  the  earlier  and  larger  than 
necessary  issuance  of  tax-exempt  bonds  to  take  advantage  of  the  I 
opportunity  to  profit  by  investing  funds  borrowed  at  low-cost  tax-  ( d 
exempt  rates  in  higher  yielding  taxable  investments.  If  at  least  95  p 
percent  of  the  proceeds  of  an  issue  are  spent  within  six  months,  i  | 
and  the  remainder  within  one  year,  opportunities  for  such  arbi- ; 
trage  profit  are  significantly  limited. 

Explanation  of  Provision 

The  $100,000  limit  on  proceeds  that  may  remain  unspent  after  j! 
six  months  for  certain  governmental  and  qualified  501(c)(3)  bonds 
otherwise  exempt  from  the  rebate  requirement  is  deleted.  Thus,  if 
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I  at  least  95  percent  of  the  proceeds  of  these  bonds  is  spent  within 
six  months  after  their  issuance,  and  the  remainder  is  spent  within 
one  year,  the  six-month  exception  is  deemed  to  be  satisfied. 

{  Effective  Date 

(  This  provision  applies  to  bonds  issued  after  the  date  of  its  enact- 
ment. 

:  2.  Simplification  of  Compliance  With  24-Month  Arbitrage  Rebate 
i  Exception  for  Construction  Bonds  (Sec.  4632  of  the  Bill  and 
e        Sec.  148  of  the  Code) 

Present  Law 

,  In  general,  arbitrage  profits  from  investing  bond  proceeds  in  in- 
vestments unrelated  to  the  governmental  purpose  of  the  borrowing 
|  must  be  rebated  to  the  Federal  Government.  An  exception  is  pro- 
|  vided  for  certain  construction  bond  issues  if  the  bonds  are  govern- 
|  mental  bonds,  qualified  501(c)(3)  bonds,  or  exempt-facility  private 
U  activity  bonds  for  governmentally  owned  property. 

This  exception  is  satisfied  only  if  the  available  construction  pro- 
ceeds of  the  issue  are  spent  at  least  at  specified  rates  during  the  24- 
month  period  after  the  bonds  are  issued.  The  exception  does  not 
;  apply  to  bond  proceeds  invested  after  the  24-month  expenditure 
period  as  part  of  a  reasonably  required  reserve  or  replacement 
fund,  a  bona  fide  debt  service  fund,  or  to  certain  other  investments 
|  (e.g.,  sinking  funds).  Issuers  of  these  construction  bonds  also  may 

■  elect  to  comply  with  a  penalty  regime  in  lieu  of  rebating  if  they 
I  fail  to  satisfy  the  exception's  spending  requirements. 

i  Reasons  for  Change 

|  Bond  proceeds  invested  in  a  bona  fide  debt  service  fund  generally 
|  must  be  spent  at  least  annually  for  current  debt  service.  The  short- 
|  term  nature  of  investments  in  such  funds  results  in  only  limited 
I  potential  for  generating  arbitrage  profits.  If  the  spending  require- 
I  ments  of  the  24-month  rebate  exception  are  satisfied,  the  adminis- 
!  trative  complexity  of  calculating  rebate  on  these  proceeds  out- 
weighs the  other  Federal  policy  concerns  addressed  by  the  rebate 
requirement. 

Explanation  of  Provision 

l.     The  bill  exempts  earnings  on  bond  proceeds  invested  in  bona  fide 

■  debt  service  funds  from  the  arbitrage  rebate  requirement  and  the 
-  penalty  requirement  of  the  24-month  exception  if  the  spending  re- 
l  quirements  of  that  exception  are  otherwise  satisfied. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  its  enact- 
ment. 
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3.    Simultaneous    Issuance    of    Certain    Discrete    Issues  Not 
Aggregated  (Sec.  4633  of  the  Bill  and  Sec.  148  of  the  Code) 

Present  Law 

In  certain  cases,  the  Treasury  Department  treats  multiple  issues 
of  tax-exempt  bonds  paid  from  substantially  the  same  source  of 
funds  as  a  single  issue  in  applying  the  Code's  tax-exempt  bond  re- 
strictions when  the  bonds  are  issued  within  a  relatively  short 
period  of  time  (31  days). 

Reasons  for  Change 

Requiring  issuers  that  simultaneously  issue  discrete  issues  of  tax 
and  revenue  anticipation  notes  ("TRANs")  and  other  governmental 
bonds  to  separate  issuance  of  these  bonds  by  31  days  adds  adminis- 
trative complexity  and  increases  their  costs  of  issuance. 

Explanation  of  Provision 

The  bill  provides  that  discrete  issues  of  governmental  bonds 
issued  simultaneously  will  not  be  treated  as  a  single  issue  in  cases 
where  one  of  the  issues  is  a  TRAN  reasonably  expected  to  satisfy 
the  arbitrage  rebate  safe  harbor  of  section  148(f)(4)(B)(iii). 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  its  enact- 
ment. 

No  inference  is  intended  by  this  effective  date  as  to  the  proper 
treatment  of  any  bonds  issued  before  the  date  of  the  provision's  en- 
actment. 

4.  Repeal  of  Unrelated  and  Disproportionate  Use  Limit  (Sec.  4634 
of  the  Bill  and  Sec.  141(b)  of  the  Code) 

Present  Law 

Bonds  issued  by  States  and  local  governments  are  private  activi- 
ty bonds  if  (1)  more  than  ten  percent  of  the  proceeds  of  the  issue  of 
which  they  are  part  satisfies  a  private  business  use  and  payment 
test  or  (2)  more  than  five  percent  ($5  million,  if  less)  of  the  proceeds 
is  used  to  finance  loans  to  persons  other  than  States  or  local  gov- 
ernments. The  ten-percent  private  business  limits  are  reduced  to 
five  percent  in  the  case  of  uses  that  are  unrelated  to  a  governmen- 
tal use  also  being  financed  with  the  proceeds  of  the  issue  (the  "un- 
related and  disproportionate  use  limit"). 

Reasons  for  Change 

Whether  a  private  business  use  is  ' 'related"  to  a  governmental 
activity  also  being  financed  with  a  bond  issue  may  be  a  complex 
facts  and  circumstances  determination.  In  light  of  the  general  ten- 
percent  limit  on  private  business  use,  the  private  loan  restriction, 
and  the  State  volume  limit  allocation  requirement  for  larger  gov- 
ernmental bond  issues,  the  complexity  associated  with  this  determi- 
nation may  be  eliminated  without  sacrificing  the  Federal  policy  of 
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strictly  limiting  use  of  governmental  bond  proceeds  to  finance  pri- 
vate activities  not  specifically  approved  by  the  Congress. 

Explanation  of  Provision 

The  bill  repeals  the  five-percent  unrelated  and  disproportionate 
use  limit. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  its  enact- 
ment. 

,|  5.  Simplification  of  Arbitrage  Rebate  Requirement  for  Smaller  Issu- 
ers of  Governmental  Bonds  (Sec.  4635  of  the  Bill  and  Sec.  148  of 
Code) 

Present  Law 

Subject  to  limited  exceptions,  arbitrage  profits  earned  by  invest- 
ing bond  proceeds  in  investments  unrelated  to  the  governmental 
purpose  of  the  borrowing  must  be  rebated  to  the  Federal  Govern- 
ment. The  rebate  requirement  does  not  apply  to  governmental 
bonds  issued  by  issuers  with  general  taxing  powers  if  they  issue  $5 
million  or  fewer  of  such  bonds  during  the  calendar  year  when  the 
bonds  are  issued. 

Reasons  for  Change 

The  Federal  policy  addressed  by  the  arbitrage  rebate  require- 
ment is  the  elimination  of  earlier  and  larger  issuance  of  tax- 
exempt  bonds  than  necessary  to  obtain  a  financial  advantage  by  in- 
vesting funds  borrowed  at  lower  tax-exempt  rates  in  higher  yield- 
ing taxable  investments.  Compliance  with  the  rebate  requirement 
may  necessitate  adherence  to  accounting  practices  different  from 
those  used  generally  for  governmental  operations. 
The  exception  from  the  arbitrage  rebate  requirement  for  govern- 
i  mental  bonds  issued  by  smaller  governmental  units  reflects  a  bal- 
ancing of  the  policy  of  preventing  arbitrage-motivated  bond  issu- 
ance with  the  desire  to  make  the  administrative  responsibilities 
|  necessary  to  comply  with  the  rebate  requirement  easily  managea- 
|  ble.  Increasing  the  current  $5  million  annual  issuance  limit  defin- 
l\  ing  governments  eligible  for  exemption  from  the  rebate  require- 
ment to  $10  million  is  appropriate  in  trying  to  achieve  this  bal- 
I  ance. 

Explanation  of  Provision 

The  bill  increases  the  $5  million  annual  issuance  limit  for  small 
issuers  whose  governmental  bonds  are  not  subject  to  rebate  to  $10 
million. 

Effective  Date 

This  provision  applies  to  bonds  issued  in  calendar  years  begin- 
ning after  the  date  of  its  enactment. 

\ 

I 
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6.  Repeal  of  150-Percent  of  Debt  Service  Limit  (Sec.  4636  of  the  Bill 
and  Sec.  148  of  the  Code) 

Present  Law 

Issuers  of  all  tax-exempt  bonds  generally  are  subject  to  two  sets 
of  arbitrage  restrictions  on  investment  of  their  bond  proceeds.  The 
first  set  requires  that  tax-exempt  bond  proceeds  be  invested  at  s 
yield  that  is  not  materially  higher  (generally  defined  as  0.125  per 
centage  points)  than  the  bond  yield.  Exceptions  are  provided  to  this 
restriction  for  investments  during  any  of  several  "temporary  peri 
ods"  pending  use  of  the  proceeds  and,  throughout  the  term  of  the 
issue,  for  proceeds  invested  as  part  of  a  reasonably  required  reserve 
or  replacement  fund  or  a  "minor"  portion  of  the  issue  proceeds. 

Except  for  temporary  periods  and  amounts  held  pending  use  tc 
pay  current  debt  service,  present  law  also  limits  the  amount  of  the 
proceeds  of  private  activity  bonds  (other  than  qualified  501(c)(3^ 
bonds)  that  may  be  invested  at  materially  higher  yields  at  any  time 
during  a  bond  year  to  150  percent  of  the  debt  service  for  that  bond 
year.  This  restriction  affects  primarily  investments  in  reasonably 
required  reserve  or  replacement  funds.  Present  law  further  re- 
stricts the  amount  of  proceeds  from  the  sale  of  bonds  that  may  be 
invested  in  these  reserve  funds  to  ten  percent  of  such  proceeds. 

The  second  set  of  arbitrage  restrictions  requires  generally  that 
all  arbitrage  profits  earned  on  investments  unrelated  to  the  gov- 
ernmental purpose  of  the  borrowing  be  rebated  to  the  Federal  Gov- 
ernment. Arbitrage  profits  include  all  earnings  (in  excess  of  bone 
yield)  derived  from  the  investment  of  bond  proceeds  (and  subse- 
quent earnings  on  any  such  earnings). 

Reasons  for  Change 

The  150-percent  of  debt  service  limit  was  enacted  before  enact- 
ment of  the  arbitrage  rebate  requirement  and  the  ten-percent  limit 
on  the  size  of  reasonably  required  reserve  or  replacement  funds.  It 
was  intended  to  eliminate  arbitrage-motivated  activities  available 
from  investment  of  such  reserve  funds.  Provided  that  comprehen- 
sive yield  restriction  and  rebate  requirements  and  the  present-law 
overall  size  limit  on  reserve  funds  are  maintained,  the  150-percent 
of  debt  service  yield  restriction  limit  may  be  viewed  as  duplicative. 

Explanation  of  Provision 

The  bill  repeals  the  150-percent  of  debt  service  yield  restriction. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  its  enact- 
ment. 

7.  Repeal  of  Expired  Provisions  (Sec.  4637  of  the  Bill  and  Sec.  148 

of  the  Code) 

Present  Law 

Present  law  includes  two  special  exceptions  to  the  arbitrage 
rebate  and  pooled  financing  temporary  period  rules  for  certain 


255 


qualified  student  loan  bonds.  This  exception  applied  only  to  bonds 
issued  before  January  1,  1989. 

Explanation  of  Provision 

These  special  exceptions  are  deleted  as  "deadwood." 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  its  enact- 
ment. 

8.  Clarification  of  Definition  of  "Investment-Type  Property"  (Sec. 
4638  of  the  Bill  and  Sec.  148  (b)(2)  of  the  Code) 

Present  Law 

Interest  on  State  and  local  government  bonds  is  not  tax-exempt 
if  the  bonds  are  arbitrage  bonds.  A  bond  generally  is  an  arbitrage 
bond  if  the  proceeds  are  invested  in  materially  higher  yielding  '  'in- 
vestment-type property,"  other  than  during  prescribed  temporary 
periods  or  as  a  part  of  a  reasonably  required  reserve  or  replace- 
ment fund.  Additionally,  all  profits  earned  on  investment  of  bond 
proceeds  other  than  for  the  governmental  purpose  of  the  borrowing 
generally  must  be  rebated  to  the  Federal  Government. 

If  issuers  of  tax-exempt  bonds  prepay  amounts  for  activities 
being  financed  with  the  bonds,  arbitrage  profits  may  be  indirectly 
earned  and  retained  by  the  issuers.  Therefore,  present  law  provides 
that  property  or  services  acquired  pursuant  to  most  transactions 
involving  prepayments  is  investment-type  property,  and  is  subject 
to  either  yield  restriction  or  arbitrage  rebate  requirements. 

Explanation  of  Provision 

The  bill  deletes  and  reinserts  the  term  "investment-type  proper- 
ty" in  the  Code  arbitrage  restrictions.  This  amendment  is  intended 
to  clarify  Congress'  original  intent  as  to  the  meaning  of  that  term. 
Absent  restrictions,  issuers  might  use  bond  proceeds  to  prepay 
items  in  such  a  manner  that  the  tax-exempt  bond  arbitrage  restric- 
tions would  be  avoided  and  the  issuers  would  retain  the  economic 
benefit  of  arbitrage  profits.  The  expansion  of  property  subject  to 
the  Code  arbitrage  restrictions  to  include  all  "investment-type 
property"  was  intended  to  preclude  such  arrangements. 

As  was  stated  in  the  legislative  history  accompanying  the  Tax 
Reform  Act  of  1986  (the  "1986  Act"),  however,  in  certain  circum- 
stances, advance  payments  for  property  or  services  may  be  made 
because  of  non-arbitrage-motivated  business  customs.  For  example, 
a  governmental  unit  may  decide  to  purchase  property  (e.g.,  a  gov- 
ernment office  building  or  equipment)  with  an  accompanying  bond- 
financed  up-front  payment  rather  than  lease  the  property  without 
such  an  initial  debt  issuance.  It  is  not  intended  that  the  fact  that 
|  an  issuer  purchases,  rather  than  leases,  property  should  necessari- 
ly be  construed  as  giving  rise  to  investment-type  property. 

Similarly,  certain  services  (e.g.,  bond  insurance  for  the  entire 
term  of  the  bonds)  may  be  available  only  in  exchange  for  a  lump- 
sum payment  made  in  advance,  or  the  credit  standing  of  an  issuer 
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may  be  such  that  vendors  will  not  supply  property  or  services 
before  receiving  payment.  As  was  indicated  in  1986,  the  term  in- 
vestment-type property  is  not  intended  to  include  property  or  serv- 
ices acquired  in  exchange  for  debt-financed  lump-sum  payments, 
whether  or  not  discounted,  that  are  dictated  by  independent,  non- 
arbitrage-motivated  business  customs  governing  availability  of  the 
property  or  services  to  all  similarly-situated  persons  (whether  or 
not  State  or  local  governmental  units). 

Further,  the  amendment  is  intended  to  clarify  the  application  of 
this  1986  Act  restriction  to  certain  governmental  and  section 
501(c)(3)  organization  procurement  activities.  When  States  and 
local  governments  and  section  501(c)(3)  organizations  purchase 
property  or  services  for  use  in  carrying  out  their  governmental  or 
exempt  activities,  they  may  be  offered  discounts  on  the  same  terms 
as  fully  taxable  purchasers  for  prompt  or  early  payment  or  for 
volume  purchases.  Availability  of  these  discounts  presents  an  op- 
portunity for  economic  arbitrage,  and  by  taking  advantage  of  the 
discounts,  States  and  local  governments  and  section  501(c)(3)  orga- 
nizations could  be  viewed  as  acquiring  investment-type  property. 
The  committee  intends,  however,  that  acquisition  at  a  discounted 
price  of  property  or  services  to  be  used  in  carrying  out  a  govern- 
mental or  section  501(c)(3)  organization  exempt  activity  should  not 
be  treated  as  the  acquisition  of  investment-type  property  if — 

(a)  the  trade  discount  is  available  on  the  same  terms  to  all  pur- 
chasers of  the  property  or  services  (both  governmental,  section 
501(c)(3)  organization,  and  fully  taxable  nongovernmental  enti- 
ties); 1  and 

(b)  the  scheduled  or  actual  timing  of  any  early  payment  or  the 
volume  of  any  purchase  by  a  governmental  unit  or  section  501(c)(3) 
organization  is  not  substantially  different  from  the  comparable 
timing  of  payments  or  volume  of  purchases  by  similarly  situated 
fully  taxable  nongovernmental  entities  purchasing  the  same  prop- 
erty or  services. 

Effective  Date 

This  provision  is  effective  as  if  included  in  Title  XIII  of  the  Tax 
Reform  Act  of  1986. 


1  Any  trade  discount  which  is  structured  differently  for  purchasers  eligible  to  using  taxable 
and  tax-exempt  debt  or  which  is  set  at  a  level  such  that  beneficiaries  of  tax-exempt  bonds  are 
more  likely  to  take  advantage  of  the  discount  than  fully  taxable  purchasers  (e.g.,  in  a  manner 
related  to  the  tax-exempt  borrowing  costs  of  the  purchaser)  is  not  intended  to  qualify  as  a  trade 
discount  that  is  available  on  the  same  terms  to  all  purchasers  of  the  property  or  services. 

The  committee  recognizes,  however,  that  the  implicit  discount  rate  in  any  purchase  arrange- 
ment is  related  to  borrowing  costs,  and  that  therefore,  beneficiaries  of  tax-exempt  bonds  may  , 
benefit  economically  more  from  any  uniform  discount  rate  than  comparable  taxable  borrowers. 
This  fact  alone  is  not  to  be  construed  as  violating  the  uniformity  requirement,  provided  the  dis- 
count rate  is  uniform  for  governmental,  section  501(c)(3)  organization,  and  fully  taxable  nongov- 
ernmental purchasers  and  is  set  at  a  sufficient  level  to  be  taken  advantage  of  generally  by  pur- 
chasers using  taxable  financing  as  well  as  by  governmental  and  section  501(cX3)  organizations 
benefiting  from  tax-exempt  bonds. 
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PART  V — INSURANCE  PROVISIONS 

1.  Treatment  of  Certain  Insurance  Contracts  on  Retired  Lives  (Sec. 
4641  of  the  Bill  and  Sec.  817(d)  of  the  Code) 

Present  Law 

Life  insurance  companies  are  allowed  a  deduction  for  any  net  in- 
crease in  reserves  and  are  required  to  include  in  income  any  net 
decrease  in  reserves.  The  reserve  of  a  life  insurance  company  for 
any  contract  is  the  greater  of  the  net  surrender  value  of  the  con- 
tract or  the  reserve  determined  under  Federally  prescribed  rules. 
In  no  event,  however,  may  the  amount  of  the  reserve  for  tax  pur- 
poses for  any  contract  at  any  time  exceed  the  amount  of  the  re- 
serve for  annual  statement  purposes. 

Special  rules  are  provided  in  the  case  of  a  variable  contract. 
Under  these  rules,  the  reserve  for  a  variable  contract  is  adjusted  by 
ii  (1)  subtracting  any  amount  that  has  been  added  to  the  reserve  by 
reason  of  appreciation  in  the  value  of  assets  underlying  such  con- 
tract, and  (2)  adding  any  amount  that  has  been  subtracted  from  the 
reserve  by  reason  of  depreciation  in  the  value  of  assets  underlying 
such  contract.  In  addition,  the  basis  of  each  asset  underlying  a 
variable  contract  is  adjusted  for  appreciation  or  depreciation  to  the 
extent  the  reserve  is  adjusted. 

A  variable  contract  generally  is  defined  as  any  annuity  or  life  in- 
surance contract  (1)  that  provides  for  the  allocation  of  all  or  part  of 
the  amounts  received  under  the  contract  to  an  account  that  is  seg- 
regated from  the  general  asset  accounts  of  the  company,  and  (2) 
under  which,  in  the  case  of  an  annuity  contract,  the  amounts  paid 
in,  or  the  amounts  paid  out,  reflect  the  investment  return  and  the 
market  value  of  the  segregated  asset  account,  or,  in  the  case  of  a 
life  insurance  contract,  the  amount  of  the  death  benefit  (or  the 
period  of  coverage)  is  adjusted  on  the  basis  of  the  investment 
return  and  the  market  value  of  the  segregated  asset  account.  A 
pension  plan  contract  that  is  not  a  life,  accident,  or  health,  proper- 
ty, casualty,  or  liability  insurance  contract  is  treated  as  an  annuity 
contract  for  purposes  of  this  definition. 

Reasons  for  Change 

The  committee  believes  that  certain  contracts  which  provide  in- 
surance on  retired  lives  should  be  treated  as  variable  contracts  in 
|  order  to  simplify  the  treatment  of  such  contracts  and  to  provide  a 
more  accurate  measure  of  the  income  of  life  insurance  companies 
with  respect  to  such  contracts. 

Explanation  of  Provision 

The  bill  provides  that  a  variable  contract  is  to  include  a  contract 
that  provides  for  the  funding  of  group  term  life  or  group  accident 
and  health  insurance  on  retired  lives  if:  (1)  the  contract  provides 
|  for  the  allocation  of  all  or  part  of  the  amounts  received  under  the 
contract  to  an  account  that  is  segregated  from  the  general  asset  ac- 
count of  the  company;  and  (2)  the  amounts  paid  in,  or  the  amounts 
paid  out,  under  the  contract  reflect  the  investment  return  and  the 
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market  value  of  the  segregated  asset  account  underlying  the  con- 
tract. 

Thus,  the  reserve  for  such  a  contract  is  to  be  adjusted  by  (1)  sub- 
tracting any  amount  that  has  been  added  to  the  reserve  by  reason 
of  appreciation  in  the  value  of  assets  underlying  such  contract,  and 
(2)  adding  any  amount  that  has  been  subtracted  from  the  reserve 
by  reason  of  depreciation  in  the  value  of  assets  underlying  such 
contract.  In  addition,  the  basis  of  each  asset  underlying  the  con- 
tract is  to  be  adjusted  for  appreciation  or  depreciation  to  the  extent 
that  the  reserve  is  adjusted. 

Effective  Date 

The  provision  applies  to  any  contract  issued  after  December  31, 
1991.  A  taxpayer,  however,  may  elect  to  apply  the  provision  to  all 
contracts  issued  before  January  1,  1992,  and  during  a  taxable  year 
for  which  the  statute  of  limitations  on  the  assessment  of  tax  has 
not  expired  as  of  the  date  of  enactment  of  the  bill. 

2.  Treatment  of  Modified  Guaranteed  Contracts  (Sec.  4642  of  the 
Bill  and  New  Sec.  817A  of  the  Code) 

Present  Law 

Life  insurance  companies  are  allowed  a  deduction  for  any  net  in- 
crease in  reserves  and  are  required  to  include  in  income  any  net 
decrease  in  reserves.  The  reserve  of  a  life  insurance  company  for 
any  contract  is  the  greater  of  the  net  surrender  value  of  the  con- 
tract or  the  reserve  determined  under  Federally  prescribed  rules. 
The  net  surrender  value  of  a  contract  is  the  cash  surrender  value 
reduced  by  any  surrender  penalty,  except  that  any  market  value 
adjustment  required  on  surrender  is  not  taken  into  account.  In  no 
event,  however,  may  the  amount  of  the  reserve  for  tax  purposes  for 
any  contract  at  any  time  exceed  the  amount  of  the  reserve  for 
annual  statement  purposes. 

In  general,  assets  held  for  investment  are  treated  as  capital 
assets.  Any  gain  or  loss  from  the  sale  or  exchange  of  a  capital  asset 
is  treated  as  a  capital  gain  or  loss  and  is  taken  into  account  for  the 
taxable  year  in  which  the  asset  is  sold  or  exchanged. 

Reasons  for  Change 

Life  insurance  companies  have  recently  begun  issuing  annuity 
contracts,  life  insurance  contracts,  and  pension  plan  contracts  that 
provide  for  a  guaranteed  interest  rate  for  a  specified  period  of  time 
and  a  market  value  adjustment  in  the  event  that  the  owner  of  the 
contract  surrenders  the  contract  for  cash  prior  to  the  end  of  the 
guaranteed  interest  period.  These  contracts  are  commonly  referred 
to  as  modified  guaranteed  contracts. 

If  the  premium  or  other  consideration  received  under  a  modified 
guaranteed  contract  is  allocated  to  an  account  that  is  segregated 
from  the  general  asset  accounts  of  the  life  insurance  company, 
then  the  reserve  for  the  contract  and  the  assets  in  the  segregated 
account  generally  are  required  to  be  taken  into  account  at  market 
value  for  annual  statement  purposes.  For  Federal  income  tax  pur- 
poses, the  reserve  for  a  modified  guaranteed  contract  may  reflect 
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the  market  value  adjustment,  while  the  market  fluctuations  in  the 
assets  underlying  the  contract  are  not  taken  into  account  unless 
the  assets  are  disposed  of. 

The  committee  believes  that  it  is  appropriate  to  conform  the  Fed- 
eral income  tax  treatment  of  modified  guaranteed  contracts  with 
the  annual  statement  treatment  of  such  contracts  in  order  to  sim- 
plify the  accounting  for  such  contracts  and  to  provide  a  more  accu- 
rate measure  of  the  income  of  life  insurance  companies  with  re- 
spect to  such  contracts.  The  committee  believes  that  the  general  ac- 
count assets  of  a  life  insurance  company  should  not  be  marked  to 
market  because  present  law  provides  an  accurate  measure  of  the 
income  derived  from  such  assets. 

Explanation  of  Provision 

The  bill  provides  three  special  rules  that  apply  to  modified  guar- 
anteed contracts  issued  by  life  insurance  companies.  First,  in  deter- 
mining the  amount  of  the  reserve  for  a  modified  guaranteed  con- 
tract, any  market  value  adjustment  that  is  required  on  surrender 
of  the  contract  is  to  be  taken  into  account  in  calculating  the  net 
surrender  value  of  the  contract.  Second,  any  gain  or  loss  with  re- 
spect to  any  asset  that  is  held  as  part  of  a  segregated  account  un- 
derlying a  modified  guaranteed  contract  is  treated  as  ordinary  gain 
or  loss.  Third,  any  such  asset  that  is  held  as  of  the  close  of  any  tax- 
able year  is  treated  as  sold  for  its  fair  market  value  on  the  last 
business  day  of  the  taxable  year  and  any  gain  or  loss  is  required  to 
be  taken  into  account  for  such  taxable  year  (the  '  'mark-to-market 
requirement").1 

If  gain  or  loss  is  taken  into  account  by  reason  of  the  mark-to- 
market  requirement,  then  the  amount  of  gain  or  loss  subsequently 
realized  as  a  result  of  a  sale,  exchange,  or  other  disposition  of  the 
asset,  or  as  a  result  of  the  application  of  the  mark-to-market  re- 
quirement is  to  be  appropriately  adjusted  to  reflect  such  gain  or 
loss.  In  addition,  the  bill  authorizes  the  Treasury  Department  to 
issue  regulations  that  provide  for  the  application  of  the  mark-to- 
market  requirement  at  times  other  than  the  close  of  a  taxable  year 
or  the  last  business  day  of  a  taxable  year. 

A  modified  guaranteed  contract  is  defined  as  any  life  insurance 
contract,  annuity  contract,  or  pension  plan  contract  2  that  is  not 
defined  as  a  variable  contract  under  section  817  of  the  Code  and 
that  satisfies  the  following  requirements.  First,  all  or  a  part  of  the 
amounts  received  under  the  contract  must  be  allocated  to  an  ac- 
count, which,  pursuant  to  State  law  or  regulation,  is  segregated 
from  the  general  asset  accounts  of  the  company  and  is  valued  from 
time  to  time  by  reference  to  market  values.  Second,  the  contract 
must  provide  for  a  market  value  adjustment  upon  surrender  of  the 
contract.3 


1  The  wash  sale  rules  of  section  1091  of  the  Code  are  not  to  apply  to  any  loss  that  is  required 
to  be  taken  into  account  by  reason  of  the  mark-to-market  requirement. 

2  The  provision  only  applies  to  a  pension  plan  contract  that  is  not  a  life,  accident,  or  health, 
property,  casualty  ,  or  liability  contract. 

3  If  a  contract  ceases  to  provide  for  a  market  value  adjustment  upon  surrender  of  the  contract 
but  the  assets  underlying  the  contract  remain  part  of  the  segregated  account,  then  the  assets 
will  continue  to  be  subject  to  the  mark-to-market  requirement. 
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The  Treasury  Department  is  authorized  to  issue  such  regulations 
as  may  be  necessary  or  appropriate  to  carry  out  the  purposes  of 
this  provision  and  to  provide  for  the  treatment  of  modified  guaran- 
teed contracts  under  sections  72,  7702  and  7702A. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991.  A  taxpayer  that  is  required  to  (1)  change  its  calculation  of 
reserves  to  take  into  account  market  value  adjustments  and  (2) 
mark  to  market  its  segregated  assets  in  order  to  comply  with  the 
requirements  of  the  provision  is  treated  as  having  initiated  changes 
in  method  of  accounting  and  as  having  received  the  consent  of  the 
Treasury  Department  to  make  such  changes. 

The  section  481(a)  adjustments  required  by  reason  of  the  changes 
in  method  of  accounting  are  to  be  combined  and  taken  into  account 
as  a  single  net  adjustment  for  the  taxpayer's  first  taxable  year  be- 
ginning after  December  31,  1991. 

PART  VI— OTHER  PROVISIONS 

1.  Close  Partnership  Taxable  Year  With  Respect  to  Deceased 
Partner,  Etc.  (Sec.  4651  of  the  Bill  and  Sec.  706(c)  of  the  Code) 

Present  Law 

The  partnership  taxable  year  closes  with  respect  to  a  partner 
whose  entire  interest  is  sold,  exchanged,  or  liquidated.  Such  year, 
however,  generally  does  not  close  upon  the  death  of  a  partner. 
Thus,  a  decedent's  entire  share  of  items  of  income,  gain,  loss,  de- 
duction and  credit  for  the  partnership  year  in  which  death  occurs 
is  taxed  to  the  estate  or  successor  in  interest  rather  than  to  the  de- 
cedent on  his  or  her  final  income  tax  return.  See  Estate  of  Hesse  v. 
Commissioner,  14  T.C.  1307,  1311  (1980). 

Reasons  for  Change 

The  rule  leaving  open  the  partnership  taxable  year  with  respect 
to  a  deceased  partner  was  adopted  in  1954  to  prevent  the  bunching 
of  income  that  could  occur  with  respect  to  a  partnership  reporting 
on  a  fiscal  year  other  than  the  calendar  year.  Without  this  rule,  as 
many  as  23  months  of  income  might  have  been  reported  on  the 
partner's  final  return.  Legislative  changes  occurring  since  1954 
have  required  most  partnerships  to  adopt  a  calendar  year,  reducing 
the  possibility  of  bunching.  Consequently,  income  and  deductions 
are  better  matched  if  the  partnership  taxable  year  closes  upon  a 
partner's  death  and  partnership  items  are  reported  on  the  dece- 
dent's last  return. 

Present  law  closes  the  partnership  taxable  year  with  respect  to  a 
deceased  partner  only  if  the  partner's  entire  interest  is  sold  or  ex- 
changed pursuant  to  an  agreement  existing  at  the  time  of  death. 
By  closing  the  taxable  year  automatically  upon  death,  the  provi- 
sion reduces  the  need  for  such  agreements. 
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Explanation  of  Provision 

The  bill  provides  that  the  taxable  year  of  a  partnership  closes 
with  respect  to  a  partner  whose  entire  interest  in  the  partnership 
terminates,  whether  by  death,  liquidation  or  otherwise. 

The  committee  does  not  intend  to  change  present  law  with  re- 
spect to  the  effect  upon  the  partnership  taxable  year  of  a  transfer 
of  a  partnership  interest  by  a  debtor  to  the  debtor's  estate  (under 
Chapters  7  or  11  of  Title  11,  relating  to  bankruptcy). 

Effective  Date 

The  provision  applies  to  partnership  taxable  years  beginning 
after  December  31,  1991. 

2.  Treatment  of  Built-in  Losses  for  Purposes  of  the  Corporate  Alter- 
native Minimum  Tax  (Sec.  4652  of  the  Bill  and  Sec.  56(g)  of  the 
Code) 

Present  Law 

For  purposes  of  the  regular  corporate  tax,  if  at  the  time  of  an 
ownership  change,  a  corporation  has  a  net  operating  loss  or  a  net 
unrealized  built-in  loss,  the  use  of  such  losses  in  post-change  peri- 
ods is  limited.  A  corporation  has  a  net  unrealized  built-in  loss  if  the 
aggregate  adjusted  bases  of  the  assets  of  the  corporation  exceed  the 
fair  market  value  of  the  assets  immediately  before  the  change  of 
ownership  (sec.  382). 

For  purposes  of  the  adjusted  current  earnings  (ACE)  component 
of  the  corporate  alternative  minimum  tax  (AMT),  if  a  corporation 
with  a  net  unrealized  built-in  loss  undergoes  an  ownership  change 
in  a  taxable  year  beginning  after  1989,  the  adjusted  basis  of  each 
asset  of  such  corporation  generally  is  adjusted  to  each  asset's  fair 
market  value  (sec.  56(g)(4)(G)).  This  rule  essentially  eliminates, 
rather  than  limits,  the  use  of  built-in  losses  for  ACE  purposes.  The 
net  operating  loss  of  a  corporation,  on  the  other  hand,  is  not  elimi- 
nated for  AMT  purposes  after  a  change  of  ownership. 

Reasons  for  Change 

Present  law  complicates  the  treatment  of  built-in  losses  of  a  cor- 
poration after  a  change  of  ownership  by  providing  different  rules 
for  regular  and  alternative  minimum  tax  and  by  providing  rules 
different  than  those  applicable  to  net  operating  losses.  The  present- 
law  alternative  minimum  tax  rules  applicable  to  built-in  losses  re- 
quires a  significant  amount  of  additional  recordkeeping. 

Explanation  of  Provision 

The  bill  repeals  the  ACE  rule  relating  to  the  treatment  of  built- 
in  losses  after  a  change  of  ownership.  Thus,  for  ACE  purposes,  the 
treatment  of  built-in  losses  would  be  similar  to  the  treatment  of 
net  operating  loss  carryovers  (in  the  same  way  that  the  treatment 
of  built-in  losses  is  similar  to  the  treatment  of  net  operating  losses 
for  regular  tax  purposes). 
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Effective  Date 

The  provision  is  effective  for  changes  of  ownership  occurring 
after  the  date  of  enactment. 

Subtitle  G.  Estate  and  Gift  Tax  Provisions 

1.  Waiver  of  Right  of  Recovery  for  Certain  Marital  Deduction 
Property  (Sec.  4701  of  the  Bill  and  Sec.  2207A  of  the  Code) 

Present  Law 

For  estate  and  gift  tax  purposes,  a  marital  deduction  is  allowed 
for  qualified  terminable  interest  property  (QTIP).  Such  property 
generally  is  included  in  the  surviving  spouse's  gross  estate.  The 
surviving  spouse's  estate  is  entitled  to  recover  the  portion  of  the 
estate  tax  attributable  to  such  inclusion  from  the  person  receiving 
the  property,  unless  the  spouse  directs  otherwise  by  will  (sec. 
2207 A).  A  will  provision  specifying  that  all  taxes  be  paid  by  the 
estate  may  waive  the  right  of  recovery. 

The  gross  estate  includes  the  value  of  previously  transferred 
property  in  which  the  decedent  retains  enjoyment  or  the  right  to 
income  (sec.  2036).  The  estate  is  entitled  to  recover  from  the  person 
receiving  the  property  a  portion  of  the  estate  tax  attributable  to 
the  inclusion  (sec.  2207B).  This  right  may  be  waived  only  by  a  pro- 
vision in  the  will  (or  revocable  trust)  specifically  referring  to  sec- 
tion 2207B. 

Reasons  for  Change 

It  is  understood  that  persons  utilizing  standard  testamentary  lan- 
guage often  inadvertently  waive  the  right  of  recovery  with  respect 
to  QTIP.  Allowing  the  right  of  recovery  to  be  waived  only  by  specif- 
ic reference  simplifies  the  drafting  of  wills  by  better  conforming 
with  the  testator's  likely  intent.  It  is  believed,  however,  that  per- 
sons waiving  a  right  to  contribution  are  unlikely  to  refer  to  the 
code  section  granting  the  right. 

Explanation  of  Provision 

The  bill  provides  that  the  right  of  recovery  with  respect  to  QTIP 
is  waived  to  the  extent  that  language  in  the  decedent's  will  or  revo- 
cable trust  specifically  so  indicates.  The  bill  also  provides  that  the 
right  of  contribution  for  property  over  which  the  decedent  retained 
enjoyment  or  the  right  to  income  is  waived  by  such  indication. 

Effective  Date 

The  provision  applies  to  decedents  dying  after  the  date  of  enact- 
ment. 


263 


2.  Inclusion  in  Gross  Estate  of  Certain  Gifts  Made  Within  Three 
Years  of  Death  (Sec.  4702  of  the  Bill  and  Sees.  2035  and  2038  of 
the  Code) 

Present  Law 

The  first  $10,000  of  gifts  of  present  interests  to  each  donee 
during  any  one  calendar  year  are  excluded  from  Federal  gift  tax. 

The  value  of  the  gross  estate  includes  the  value  of  any  previously 
transferred  property  if  the  decedent  retained  the  power  to  revoke 
the  transfer  (sec.  2038).  It  also  includes  the  value  of  any  property 
with  respect  to  which  such  power  is  relinquished  during  the  three 
years  before  death  (sec.  2035).  This  rule  has  been  interpreted  to  in- 
clude in  the  gross  estate  certain  transfers  made  from  a  revocable 
trust  within  three  years  of  death.1  Such  inclusion  subjects  gifts 
that  would  otherwise  qualify  under  the  annual  $10,000  exclusion  to 
estate  tax. 

Reasons  for  Change 

The  inclusion  of  certain  property  transferred  during  the  three 
years  before  death  is  directed  at  transfers  that  would  otherwise 
reduce  the  value  of  property  subject  to  transfer  tax.  Inclusion  is 
unnecessary  if  the  entire  value  of  the  underlying  property  is  sub- 
ject to  gift  tax  and  the  transferor  has  retained  no  power  over  the 
property.  Repeal  of  such  inclusion  eliminates  a  principal  tax  disad- 
vantage of  funded  revocable  trusts,  which  are  generally  used  for 
nontax  purposes. 

Explanation  of  Provision 

The  bill  provides  that  a  transfer  from  a  trust  over  which  the 
grantor  held  the  power  to  revoke  would  be  treated  as  if  made  di- 
rectly by  the  grantor.  Thus,  an  annual  exclusion  gift  from  such 
trust  is  not  included  in  the  gross  estate.  It  is  intended  that  no  in- 
ference be  drawn  from  the  provision  with  respect  to  the  treatment 
of  transfers  from  revocable  trusts  under  present  law. 

The  bill  also  revises  section  2035  to  improve  its  clarity. 

Effective  Date 

The  provision  applies  to  decedents  dying  after  the  date  of  enact- 
ment. 

3.  Definition  of  Qualified  Terminable  Interest  Property  (Sec.  4703 
of  the  Bill  and  Sees.  2044,  2056(b)(7),  and  2523(f)  of  the  Code) 

Present  Law 

A  marital  deduction  is  allowed  for  qualified  terminable  interest 
property  (QTIP).  Property  is  QTIP  only  if  the  surviving  spouse  has 
a  qualifying  income  interest  for  life  (e.g.,  the  spouse  is  entitled  to 


1  See,  e.g.,  Jalkut  Estate  v.  Commissioner.  96  T.C.  No.  27  (April  29,  1991)  (transfers  from  revo- 
cable trust  to  permissible  beneficiaries  of  the  trust  includible  in  the  grantor's  gross  estate);  LTR 
9117003  (same). 
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all  of  the  income  from  the  property,  payable  at  least  annually). 
QTIP  generally  is  includible  in  the  surviving  spouse's  gross  estate. 

Under  proposed  regulations,  an  income  interest  may  constitute  a 
qualifying  income  interest  for  life  even  if  income  between  the  last 
distribution  date  and  the  date  of  the  surviving  spouse's  death  (the 
"accumulated  income")  is  not  required  to  be  distributed  to  the  sur- 
viving spouse  or  the  surviving  spouse's  estate.  (See  Prop.  Reg.  sees. 
20.2056(b)-7(c)(l),  25. 2523(f)- 1(b)).  Contrary  to  the  regulations,  the 
United  States  Tax  Court  has  held  that  in  order  to  satisfy  the  QTIP 
requirements,  the  accumulated  income  must  be  paid  to  the  spouse's 
estate  or  be  subject  to  a  power  of  appointment  held  by  the  spouse. 
(See  Estate  of  Howard  v.  Commissioner,  91  T.C.  329,  338  (1988), 
rev'd,  910  F.2d  633  (9th  Cir.  1990)). 

Reasons  for  Change 

The  Tax  Court  opinion  in  Estate  of  Howard  has  created  uncer- 
tainty as  to  when  a  trust  qualifies  for  the  marital  deduction.  This 
uncertainty  makes  planning  difficult  and  necessitates  closing 
agreements  designed  to  prevent  the  whipsaw  that  would  occur  if  a 
deduction  is  allowed  for  property  that  is  not  subsequently  included 
in  the  spouse's  estate.  Codification  of  the  Treasury  Regulations 
eliminates  uncertainty  and  simplifies  the  administration  of  the  tax 
laws. 

Explanation  of  Provision 

Under  the  bill,  an  income  interest  does  not  fail  to  be  a  qualified 
income  interest  for  life  solely  because  the  accumulated  income  is 
not  required  to  be  distributed  to  the  surviving  spouse.  The  bill  does 
not  include  in  the  surviving  spouse's  gross  estate  property  for 
which  no  marital  deduction  was  claimed.  When  the  marital  deduc- 
tion is  allowed,  however,  such  income  is  includible  in  the  surviving 
spouse's  gross  estate. 

It  is  intended  that  no  inference  be  drawn  from  the  provision  with 
respect  to  the  definition  of  a  qualified  income  interest  for  life 
under  present  law. 

Effective  Date 

The  provision  applies  to  decedents  dying,  and  gifts  made,  after 
date  of  enactment. 

4.  Include  Fractional  Share  of  Property  Qualifying  for  the  Marital 
Deduction  in  the  Gross  Estate  (Sec.  4704  of  the  Bill  and  Sees. 
2056(b)  and  2523  of  the  Code) 

Present  Law 

A  marital  deduction  against  the  estate  and  gift  tax  generally  is 
permitted  for  the  value  of  property  passing  between  spouses.  No 
marital  deduction  is  permitted,  however,  if,  upon  termination  of 
the  spouse's  interest,  possession  or  enjoyment  of  the  property 
passes  to  another  person  (the  '  'terminable  interest  rule").  Certain 
exceptions  to  this  rule  may  apply  if  the  spouse  receives  a  general 
power  of  appointment  over,  or  an  income  interest  in,  a  "specified 
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portion  of  property  (sec.  2056(b)(5),  (6),  (7)).  The  spouse  is  subject  to 
transfer  tax  on  property  over  which  he  or  she  holds  a  general 
power  of  appointment. 

A  Treasury  regulation  defines  a  "specified  portion"  to  be  a  frac- 
tional or  percentile  share  of  a  property  interest  (Treas.  Reg.  sec. 
20.2056(b)-5(c)).  Finding  this  regulation  invalid,  courts  have  held 
that  the  term  "specified  portion"  includes  a  fixed  dollar  amount. 
See  Northeastern  Pennsylvania  National  Bank  &  Trust  Co.  v. 
United  States,  387  U.S.  213  (1967);  Estate  of  Alexander  v.  Commis- 
sioner, 82  T.C.  34  (1984),  aff d,  No.  8401600  (4th  Cir.  April  3,  1985). 
Under  the  court  holdings,  appreciation  in  certain  marital  deduc- 
tion property  may  be  includible  in  neither  spouse's  estate. 

Reasons  for  Change 

The  marital  deduction  postpones  the  imposition  of  the  estate  or 
gift  tax  until  the  property  is  transferred  outside  the  marital  unit. 
The  exceptions  to  the  terminable  interest  rule  insure  that  the 
present  value  of  property  qualifying  for  the  marital  deduction  is 
subject  to  transfer  tax  in  the  hands  of  the  recipient  spouse.  By  in- 
validating the  Treasury  regulation  having  this  effect,  the  court 
holdings  create  uncertainty.  Reversal  of  the  holdings  makes  the 
law  more  certain  by  unequivocally  implementing  the  policy  under- 
lying the  marital  deduction. 

Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  the  marital  deduction,  a 
"specific  portion"  only  includes  a  portion  determined  on  a  fraction- 
al or  percentage  basis.  Thus,  a  trust  does  not  qualify  under  the  ex- 
ceptions to  the  terminable  interest  rule  unless  the  required  income 
interest  and  general  power  of  appointment  are  expressed  as  a  frac- 
tion or  a  percentage  of  the  property.  The  bill  thereby  reverses  the 
court  holdings  and  codifies  the  position  of  the  Treasury  Regula- 
tions. 

It  is  intended  that  no  inference  be  drawn  from  the  provision  with 
respect  to  definition  of  "specified  portion"  under  present  law.  The 
bill  does  not  generally  affect  the  marital  deduction  allowed  a  pecu- 
niary formula  marital  deduction  bequest.  See,  e.g.,  Rev.  Rul.  64-19, 
1964-1  C.B.  682. 

Effective  Date 

The  provision  generally  applies  to  gifts  made,  and  decedents 
dying,  after  date  of  enactment.  The  provision  exempts  a  transfer 
under  a  will  or  revocable  trust  executed  before  the  date  of  enact- 
ment if  either  (1)  on  that  date  the  decedent  was  under  a  mental 
disability  to  change  the  disposition  of  his  property  and  did  not 
regain  his  competence  to  dispose  of  such  property  before  the  date 
of  death,  or  (2)  the  decedent  dies  within  three  years  after  the  date 
of  enactment.  The  exemption  does  not  apply  if  the  will  or  trust  is 
amended  after  the  date  of  enactment  in  any  respect  that  increases 
the  amount  of  the  transfer  qualifying  for  the  marital  deduction  or 
alters  the  terms  by  which  the  interest  passes. 


266 


5.  Requirements  for  Qualified  Domestic  Trust  (Sec.  4705  of  the  Bill 
and  Sec.  2056A  of  the  Code) 

Present  Law 

A  deduction  generally  is  allowed  for  Federal  estate  tax  purposes 
for  the  value  of  property  passing  to  a  spouse.  The  Technical  and 
Miscellaneous  Revenue  Act  of  1988  ("TAMRA")  denied  the  marital 
deduction  for  property  passing  to  an  alien  spouse  outside  a  quali- 
fied domestic  trust  (QDT).  An  estate  tax  is  imposed  on  corpus  dis- 
tributions from  a  QDT. 

TAMRA  defined  a  QDT  as  a  trust,  which,  among  other  things, 
required  that  all  trustees  be  U.S.  citizens  or  domestic  corporations. 
This  provision  was  modified  in  the  Omnibus  Budget  Reconciliation 
Acts  of  1989  and  1990  to  require  that  at  least  one  trustee  be  a  U.S. 
citizen  or  domestic  corporation  and  that  no  corpus  distribution  be 
made  unless  such  trustee  has  the  right  to  withhold  any  estate  tax 
imposed  on  the  distribution  (the  ' 'withholding  requirement"). 

Reasons  for  Change 

Wills  drafted  under  the  TAMRA  rules  must  be  revised  to  con- 
form with  the  withholding  requirement,  even  though  both  the 
TAMRA  rule  and  its  successor  ensure  that  a  U.S.  trustee  is  person- 
ally liable  for  the  estate  tax  on  a  QDT.  Reinstatement  of  the 
TAMRA  rule  for  wills  drafted  in  reliance  upon  it  reduces  the 
number  of  will  revisions  necessary  to  comply  with  statutory 
changes,  thereby  simplifying  estate  planning. 

Explanation  of  Provision 

A  trust  created  before  the  enactment  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990  is  treated  as  satisfying  the  withholding 
requirement  if  its  governing  instrument  requires  that  all  trustees 
be  U.S.  citizens  or  domestic  corporations. 

Effective  Date 

The  provision  applies  as  if  included  in  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990. 

6.  Election  of  Special  Use  Valuation  of  Farm  Property  for  Estate 
Tax  Purposes  (Sec.  4706  of  the  bill  and  Sec.  2032A  of  the  Code) 

Present  Law 

For  estate  tax  purposes,  an  executor  may  elect  to  value  certain 
real  property  used  in  farming  or  other  closely  held  business  oper- 
ations at  its  current  use  value  rather  than  its  highest  and  best  use 
(sec.  2032A).  A  written  agreement  signed  by  each  person  with  an 
interest  in  the  property  must  be  filed  with  the  election. 

Treasury  regulations  require  that  a  notice  of  election  and  certain 
information  be  filed  with  the  Federal  estate  tax  return  (Treas.  Reg. 
sec.  20.2032A-8).  The  administrative  policy  of  the  Treasury  Depart- 
ment is  to  disallow  current  use  valuation  elections  unless  the  re- 
quired information  is  supplied. 
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Under  procedures  prescribed  by  the  Secretary  of  the  Treasury, 
an  executor  who  makes  the  election  and  substantially  complies 
with  the  regulations  but  fails  to  provide  all  required  information  or 
the  signatures  of  all  persons  with  an  interest  in  the  property  may 
supply  the  missing  information  within  a  reasonable  period  of  time 
(not  exceeding  90  days)  after  notification  by  the  Secretary. 

Reasons  for  Change 

In  filing  the  estate  tax  return,  executors  commonly  fail  to  in- 
clude a  recapture  agreement  signed  by  all  persons  with  an  interest 
in  the  property  or  all  information  required  by  Treasury  regula- 
tions. Allowing  such  signatures  or  information  to  be  supplied  later 
eases  return  filing. 

Explanation  of  Provision 

The  bill  extends  the  procedures  allowing  subsequent  submission 
of  information  to  any  executor  who  makes  the  election  and  submits 
the  recapture  agreement,  without  regard  to  compliance  with  the 
regulations.  Thus,  the  bill  allows  the  current  use  valuation  election 
to  any  such  executor  who  supplies  the  required  information  within 
a  reasonable  period  of  time  (not  exceeding  90  days)  after  notifica- 
tion by  the  IRS.  During  that  time  period,  the  bill  also  allows  addi- 
tion of  signatures  to  a  previously  filed  agreement. 

Effective  Date 

The  provision  applies  to  decedents  dying  after  the  date  of  enact- 
ment. 

Subtitle  H.  Excise  Tax  Simplification 

PART  I — FUEL  TAX  PROVISIONS 

1.  Consolidate  Provisions  Imposing  Diesel  and  Aviation  Fuel  Excise 
Taxes  (Sec.  4801  of  the  Bill  and  Sees.  4041  and  4091  of  the 
Code) 

Present  Law 

Code  section  4091  imposes  a  tax  on  the  sale  of  diesel  and  aviation 
fuel  by  a  "producer."  The  term  producer  generally  includes  refin- 
ers, compounders,  blenders,  and  wholesalers  who  are  registered 
with  the  Internal  Revenue  Service.  The  term  also  includes  persons 
to  whom  diesel  or  aviation  fuel  has  been  sold  tax-free. 

As  a  backup,  section  4041  imposes  a  tax  on  certain  sales  or  uses 
of  diesel  and  aviation  fuel  if  a  taxable  sale  of  such  fuel  has  not  oc- 
curred under  section  4091. 

Reasons  for  Change 

Consolidating  the  diesel  and  aviation  tax  rules  into  one  section  of 
the  Code  will  make  the  rules  easier  to  find  and  understand. 
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Explanation  of  Provision 

The  bill  combines  the  diesel  and  aviation  fuel  tax  provisions  cur- 
rently divided  between  Code  sections  4041  and  4091  into  a  revised 
section  4091.  The  use  of  diesel  and  aviation  fuel  in  a  taxable  use  by 
producers  will  be  taxed  under  section  4091,  and  the  definition  of 
producer  is  clarified  to  include  purchasers  in  tax-reduced  sales. 

The  bill  also  simplifies  the  Code  by  eliminating  two  unnecessary 
provisions,  sections  4041(b)(1)(B)  and  (j)  of  the  Code.  These  provi- 
sions are  redundant. 

Effective  Date 

The  provision  is  effective  for  sales  or  uses  on  or  after  January  1, 
1993. 

2.  Permit  Refund  of  Tax  to  Taxpayer  for  Diesel  and  Aviation  Fuel 
Resold  to  Certain  Exempt  Purchasers  (Sec.  4802(a)  of  the  Bill 
and  Sec.  6416(b)  of  the  Code) 

Present  Law 

As  a  general  matter,  purchasers  who  use  tax-paid  fuels  for  an 
exempt  use  are  entitled  to  a  refund  or  credit.  Purchasers  of  tax- 
paid  fuels  generally  are  not  permitted  a  refund  or  credit  if  they 
resell  the  fuels  to  another  person  who  subsequently  uses  them  in 
an  exempt  use. 

However,  persons  who  buy  and  then  resell  (a)  fuel  subject  to  the 
special  motor  fuel  or  gasoline  taxes  and  (b)  certain  other  articles 
are  permitted  a  refund  or  credit  (in  place  of  the  ultimate  users 
claiming  the  credit  or  refund)  if  they  resell  the  fuel  or  article  for 
use  in  the  following  exempt  uses:  (1)  export,  (2)  supplies  for  aircraft 
or  vessels,  (3)  use  by  a  State  or  local  government,  or  (4)  use  by  a 
nonprofit  educational  organization  for  its  exclusive  use. 

Reasons  for  Change 

Diesel  and  aviation  fuel  sales  are  not  subject  to  the  special 
refund  or  credit  procedures.  The  general  rules  require  users  of  such 
fuels  for  exempt  purposes  to  bear  the  burden  of  filing  for  the 
refund  or  credit  themselves  and,  therefore,  makes  such  purchases 
more  difficult  compared  to  purchases  of  gasoline  and  special  motor 
fuels. 

Explanation  of  Provision 

The  bill  allows  a  refund  or  credit  to  sellers  of  diesel  and  aviation 
fuel  who  purchase  the  fuels  tax-paid  and  re-sell  the  fuels  without 
payment  of  tax  for  any  of  the  exempt  uses  described  above. 

Effective  Date 

The  provision  is  effective  for  sales  on  or  after  January  1,  1993. 
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3.  Consolidate  Refund  Provisions  for  Fuel  Excise  Taxes  (Sec.  4802(b) 

of  the  Bill  and  Sees.  6420,  6421,  and  6427  of  the  Code) 

Present  Law 

As  a  general  matter,  purchasers  who  use  fuels  for  an  exempt  use 
are  entitled  to  a  refund  if  the  fuels  have  been  purchased  tax-paid. 
The  refund  provisions  for  the  fuels  excise  taxes  are  found  in  sever- 
al sections  of  the  Code. 

In  general,  a  purchaser  entitled  to  a  refund  may  file  a  quarterly 
refund  claim  for  any  of  the  first  three  quarters  of  the  purchaser's 
tax  year,  if  the  claim  exceeds  a  threshold  dollar  amount  (with  the 
lowest  threshold  being  $750).  The  threshold  amounts  differ  for  dif- 
ferent fuels  and  different  exempt  uses.  A  purchaser  cannot  file  a 
quarterly  claim  for  refund  for  its  fourth  quarter,  but  must  file  the 
claim  as  a  credit  on  that  year's  income  tax  return. 

There  is  an  expedited  procedure  for  gasohol  blenders  claiming  a 
refund  of  part  of  the  excise  tax  included  in  the  price  of  the  gasoline 
used  for  blending  into  gasohol. 

Finally,  only  an  income  tax  credit,  and  not  a  refund,  may  be 
claimed  for  excise  taxes  on  gasoline  and  special  motor  fuel  used  on 
a  farm  for  farming  purposes. 

Reasons  for  Change 

Consolidating  the  credit  and  refund  provisions  for  fuel  excise 
taxes  into  one  section  in  the  Code  will  make  these  provisions  easier 
to  find  and  understand.  Standardizing  the  refund  procedures  will 
reduce  confusion  and  allow  taxpayers  to  obtain  refunds  more 
quickly. 

Explanation  of  Provision 

The  bill  consolidates  the  user  credit  and  refund  provisions  for  the 
fuels  excise  taxes  into  one  section  of  the  Code.  The  bill  also  com- 
bines the  three  refund  procedures  for  fuels  taxes  into  a  uniform 
refund  procedure.  The  new  uniform  refund  procedure  permits  an 
exempt  user  to  aggregate  its  refund  claims  for  all  fuels  taxes  and 
file  for  a  refund  in  any  calendar  quarter  in  which  the  amount  of 
the  aggregate  claim  exceeds  $750.  The  uniform  refund  procedure 
also  permits  such  a  user  to  file  for  a  refund  for  its  fourth  quarter 
rather  than  apply  for  a  credit. 

The  special  expedited  procedure  for  gasohol  blenders  is  un- 
changed. 

Effective  Date 

The  provision  is  effective  for  sales  on  or  after  January  1,  1993. 

4.  Repeal  Waiver  Requirement  for  Fuel  Tax  Refunds  for  Cropdus- 
ters  and  Other  Fertilizer  Applicators  (Sec.  4802(c)  of  the  Bill  and 
Sec.  6420  of  the  Code) 

Present  Law 

In  general,  farmers  who  use  gasoline  and  aviation  fuel  on  a  farm 
are  entitled  to  a  refund  of  the  tax  that  has  been  paid  on  that  fuel. 
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Cropdusters  and  other  fertilizer  applicators  that  use  gasoline  and 
aviation  fuel  on  a  farm  are  entitled  to  a  refund  of  the  tax  paid  on 
that  fuel  in  lieu  of  the  farmer,  but  only  if  the  owner  or  operator  of 
the  farm  waives  its  right  to  a  refund  for  such  fuel. 

Reasons  for  Change 

Eliminating  the  waiver  will  reduce  the  paperwork  burden  of  a 
taxpayer  seeking  a  refund. 

Explanation  of  Provision 

The  bill  eliminates  the  waiver  requirement  for  fuels  tax  refunds 
for  cropdusters  and  other  fertilizer  applicators. 

Effective  Date 

The  provision  is  effective  for  fuels  purchased  on  or  after  January 
1,  1993. 

5.  Authorize  Exceptions  From  Information  Reporting  for  Certain 
Sales  of  Diesel  and  Aviation  Fuel  (Sec.  4803  of  the  Bill  and  Sec. 
4093(c)(4)  of  the  Code) 

Present  Law 

Certain  producers  and  importers  and  purchasers  are  required  to 
file  information  returns  for  reduced-tax  sales  of  diesel  and  aviation 
fuel. 

Reasons  for  Change 

Allowing  the  Internal  Revenue  Service  to  exempt  certain  classes 
of  taxpayers  from  the  mandatory  information  return  requirement 
will  simplify  its  administration  of  the  registration  requirements 
and  eliminate  unnecessary  paperwork  for  taxpayers. 

Explanation  of  Provision 

The  bill  permits  the  IRS  by  regulation  to  provide  exceptions  to 
the  mandatory  information  return  requirement  for  certain  sales  of 
diesel  and  aviation  fuel. 

Effective  Date 

The  provision  applies  to  sales  on  or  after  January  1,  1993. 

PART  II — PROVISIONS  RELATING  TO  DISTILLED  SPIRITS,  WINES,  AND  BEER 
(SECS.  4811-4821  OF  THE  BILL,  SECS.  5008(C),  5044,  5053,  5055,  5115, 
5175(C),  5207(C),  5222(B),  5384(B)  OF  THE  CODE,  AND  NEW  SEC. 
5418  OF  THE  CODE) 

Present  Law 
Return  of  imported  bottled  distilled  spirits 

Present  law  provides  that  when  tax-paid  distilled  spirits  which 
have  been  withdrawn  from  bonded  premises  of  a  distilled  spirits 
plant  are  returned  for  destruction  or  redistilling,  the  excise  taxes 
are  refunded  (sec.  5008(c)).  This  provision  does  not  apply  to  import- 
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ed  bottled  distilled  spirits,  since  they  are  withdrawn  from  customs 
custody  and  not  from  bonded  premises. 

Bond  for  exported  distilled  spirits 

Bond  generally  must  be  furnished  to  the  Department  of  the 
Treasury  when  distilled  spirits  are  removed  from  bonded  premises 
for  exportation  without  payment  of  tax.  These  bonds  are  cancelled 
or  credited  when  evidence  is  submitted  to  the  Department  of  the 
Treasury  that  the  distilled  spirits  have  been  exported  (sec.  5175(c)). 

Distilled  spirits  plant  records 

Distilled  spirits  plant  proprietors  are  required  to  maintain 
records  of  their  production,  storage,  denaturation,  and  other  proc- 
essing activities  on  the  premises  where  the  operations  covered  by 
the  records  are  carried  on  (sec.  5207(c)). 

Transfers  from  breweries  to  distilled  spirits  plants 

Under  present  law,  beer  may  be  transferred  without  payment  of 
tax  from  a  brewery  to  a  distilled  spirits  plant  to  be  used  in  the  pro- 
duction of  distilled  spirits,  but  only  if  the  brewery  is  contiguous  to 
the  distilled  spirits  plant  (sec.  5222(b)). 

Posting  of  sign  by  wholesale  liquor  dealers 

Wholesale  liquor  dealers  (i.e.,  dealers,  other  than  wholesale  deal- 
ers in  beer  alone,  who  sell  distilled  spirits,  wines,  or  beer  to  other 
persons  who  re-sell  such  products)  are  required  to  post  a  sign  con- 
spicuously on  the  outside  of  their  place  of  business  indicating  that 
they  are  wholesale  liquor  dealers  (sec.  5115). 

Refund  of  tax  for  wine  returned  to  bond 

Under  present  law,  when  unmerchantable  wine  is  returned  to 
bonded  production  premises,  tax  that  has  been  paid  is  returned  or 
credited  to  the  proprietor  of  the  bonded  wine  cellar  to  which  the 
wine  is  delivered  (sec.  5044).  In  contrast,  when  beer  is  returned  to  a 
brewery,  tax  that  has  been  paid  is  returned  or  credited,  regardless 
of  whether  the  beer  is  unmerchantable  (sec.  5056(a)). 

Use  of  ameliorating  material  in  certain  wines 

The  Code  contains  rules  governing  the  extent  to  which  amelio- 
rating material  (e.g.,  sugar)  may  be  added  to  wines  made  from  high 
acid  fruits  and  the  product  still  be  labelled  as  a  standard,  natural 
wine.  In  general,  ameliorating  material  may  not  exceed  35  percent 
of  the  volume  of  juice  and  ameliorating  material  combined  (sec. 
5383(b)(1)).  However,  wines  made  exclusively  from  loganberries, 
currants,  or  gooseberries  are  permitted  a  volume  of  ameliorating 
material  of  up  to  60  percent  (sec.  5384(b)(2)(D)). 

Domestically  produced  beer  for  use  by  foreign  embassies,  etc. 

Under  present  law,  domestically  produced  distilled  spirits  and 
wine  may  be  removed  from  bond,  without  payment  of  tax,  for 
transfer  to  any  customs  bonded  warehouse  for  storage  pending  re- 
moval for  the  official  or  family  use  of  representatives  of  foreign 
governments  or  public  international  organizations  (sees.  5066  and 
5362(e)).  (A  similar  rule  also  applies  to  imported  distilled  spirits, 
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wine,  and  beer.)  No  such  provision  exists  under  present  law  for  do- 
mestically produced  beer. 

Withdrawal  of  beer  for  destruction 

Present  law  does  not  specifically  permit  beer  to  be  removed  from 
a  brewery  for  destruction  without  payment  of  tax. 

Records  of  exportation  of  beer 

Present  law  provides  that  a  brewer  is  allowed  a  refund  of  tax 
paid  on  exported  beer  upon  submission  to  Department  of  the  Treas- 
ury of  certain  records  indicating  that  the  beer  has  been  exported 

(sec.  5055). 

Transfer  to  brewery  of  beer  imported  in  bulk 

Imported  beer  brought  into  the  United  States  in  bulk  containers 
may  not  be  transferred  from  customs  custody  to  brewery  premises 
without  payment  of  tax.  Under  certain  circumstances,  distilled 
spirits  imported  into  the  United  States  in  bulk  containers  may  be 
transferred  from  customs  custody  to  bonded  premises  of  a  distilled 
spirits  plant  without  payment  of  tax  (sec.  5232). 

Reasons  for  Change 

In  addition  to  imposing  taxes,  the  Internal  Revenue  Code  regu- 
lates many  aspects  of  the  alcoholic  beverage  industry.  These  regu- 
lations date  in  many  cases  from  the  Prohibition  Era  or  earlier.  In 
1980,  the  method  of  collecting  excise  taxes  on  alcoholic  beverages 
was  changed  from  a  system  under  which  Treasury  Department  in- 
spectors regularly  were  present  at  production  facilities  to  a  bonded 
premises  system,  which  more  closely  tracks  the  systems  used  in 
connection  with  other  Federal  excise  taxes.  Many  of  the  record- 
keeping requirements  and  other  regulatory  measures  imposed  in 
connection  with  these  taxes  have  not  been  modified  to  conform  to 
these  collection  system  changes.  In  addition,  modification  of  statu- 
tory provisions  is  warranted  in  view  of  advances  in  technology  used 
in  the  alcoholic  beverage  industry  and  environmental  protection 
concerns. 

Explanation  of  Provisions 
Return  of  imported  bottled  distilled  spirits 

The  procedures  for  refunds  of  tax  collected  on  imported  bottled 
distilled  spirits  returned  to  bonded  premises  are  conformed  to  the 
rules  for  domestically  produced  and  imported  bulk  distilled  spirits. 
Thus,  refunds  are  available  for  all  distilled  spirits  on  their  return 
to  a  bonded  distilled  spirits  plant. 

Bond  for  exported  distilled  spirits 

For  purposes  of  cancelling  or  crediting  bonds  furnished  when  dis- 
tilled spirits  are  removed  from  bonded  premises  for  exportation, 
the  Department  of  the  Treasury  is  authorized  to  permit  records  of 
exportation  to  be  maintained  by  the  exporter,  rather  than  requir- 
ing submission  of  proof  of  exportation  to  Treasury  in  all  cases. 
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Distilled  spirits  plant  records 

Distilled  spirits  plant  proprietors  are  permitted  to  maintain 
records  of  their  activities  at  locations  other  than  the  premises 
where  the  operations  covered  by  the  records  are  carried  on  (e.g., 
corporate  headquarters),  provided  that  the  records  are  available  for 
inspection  by  the  Treasury  Department  during  business  hours. 

Transfers  from  breweries  to  distilled  spirits  plants 

The  bill  allows  beer  to  be  transferred  without  payment  of  tax 
from  a  brewery  to  a  distilled  spirits  plant  to  be  used  in  the  produc- 
tion of  distilled  spirits,  regardless  of  whether  the  brewery  is  contig- 
uous to  the  distilled  spirits  plant. 

Posting  of  sign  by  wholesale  liquor  dealers 

The  requirement  that  wholesale  liquor  dealers  post  a  sign  out- 
side their  place  of  business  indicating  that  they  are  wholesale 
liquor  dealers  is  repealed. 

Refund  of  tax  for  wine  returned  to  bond 

The  bill  deletes  the  requirement  that  wine  returned  to  bonded 
premises  be  "unmerchantable"  in  order  for  tax  to  be  refunded  to 
the  proprietor  of  the  bonded  wine  cellar  to  which  the  wine  is  deliv- 
ered. 

Use  of  ameliorating  material  in  certain  wines 

The  wine  labelling  restrictions  are  modified  to  allow  any  wine 
made  exclusively  from  a  fruit  or  berry  with  a  natural  fixed  acid  of 
20  parts  per  thousand  or  more  (before  any  correction  of  such  fruit 
or  berry)  to  contain  a  volume  of  ameliorating  material  not  in 
excess  of  60  percent. 

Domestically  produced  beer  for  use  by  foreign  embassies,  etc. 

The  bill  extends  to  domestically  produced  beer  the  present-law 
rule  applicable  to  domestically  produced  distilled  spirits  and  wine 
(and  imported  distilled  spirits,  wine,  and  beer)  which  permits  these 
products  to  be  withdrawn  from  the  place  of  production  without 
payment  of  tax  for  the  official  or  family  use  of  representatives  of 
foreign  governments  or  public  international  organizations. 

Withdrawal  of  beer  for  destruction 

The  bill  allows  beer  to  be  removed  from  a  brewery  without  pay- 
ment of  tax  for  purposes  of  destruction,  subject  to  Treasury  Depart- 
ment regulations. 

Records  of  exportation  of  beer 

The  bill  repeals  the  requirement  that  proof  of  exportation  be  sub- 
mitted to  the  Treasury  Department  in  all  cases  as  a  condition  of 
receiving  a  refund  of  tax.  This  proof  will  continue  to  be  required  to 
be  maintained  at  the  exporter's  place  of  business. 

Transfer  to  brewery  of  beer  imported  in  bulk 

The  bill  extends  the  present-law  rule  applicable  to  distilled  spir- 
its imported  into  the  United  States  in  bulk  containers  to  beer  im- 
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ported  into  the  United  States  in  bulk  containers,  so  that  imported 
beer  may,  subject  to  Treasury  regulations,  be  withdrawn  from  cus- 
toms custody  for  transfer  to  a  brewery  without  payment  of  tax. 

Effective  Date 

These  provisions  of  the  bill  generally  are  effective  beginning  180 
days  after  date  of  the  bill's  enactment.  The  provision  deleting  the 
requirement  that  wholesale  liquor  dealers  post  a  sign  outside  their 
place  of  business  is  effective  on  the  date  of  the  bill's  enactment. 

PART  III — OTHER  EXCISE  TAX  PROVISIONS 

1.  Authority  for  IRS  To  Grant  Exemptions  From  Registration 
Requirements  (Sec.  4831  of  the  Bill  and  Sec.  4222  of  the  Code) 

Present  Law 

Under  section  4222,  certain  sales  of  articles  subject  to  Federal 
excise  taxes  may  not  be  made  without  payment  of  tax  unless  the 
manufacturer,  the  first  purchaser,  and  the  second  purchaser  (if 
any)  are  all  registered  under  regulations  prescribed  by  the  Secre- 
tary. 

Reasons  for  Change 

Allowing  the  Internal  Revenue  Service  to  exempt  certain  classes 
of  taxpayers  from  the  registration  requirements  will  simplify  the 
IRS's  administration  of  the  registration  provisions.  Also,  the  provi- 
sion will  reduce  unnecessary  paperwork  for  affected  taxpayers. 

Explanation  of  Provision 

This  will  allow  the  IRS  to  provide  exemption  from  generally  ap- 
plicable excise  tax  registration  requirements  for  certain  classes  of 
taxpayers. 

Effective  Date 

The  provision  applies  to  sales  after  the  180th  day  after  the  date 
of  enactment. 

2.  Repeal  Temporary  Reduction  in  Tax  on  Piggyback  Trailers  (Sec. 
4832(a)  of  the  Bill  and  Sec.  4051(d)  of  the  Code) 

Present  Law 

Piggyback  trailers  and  semitrailers  sold  within  the  1-year  period 
beginning  on  July  18,  1984  were  permitted  a  temporary  reduction 
in  the  retail  excise  tax  on  trailers. 

Explanation  of  Provision 

The  bill  repeals  the  temporary  reduction  in  tax  on  piggyback 
trailers  as  "dead wood." 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 
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3.  Expiration  of  Excise  Tax  on  Deep  Seabed  Minerals  (Sec.  4832(b) 
of  the  Bill  and  Sees.  4495-4498  of  the  Code) 

Present  Law 

Background 

The  Deep  Seabed  Mineral  Resources  Act  (the  "Resources  Act," 
P.L.  96-283),  imposed  an  excise  tax  on  certain  hard  minerals  mined 
on  the  deep  seabed.  The  tax  revenues  were  intended  to  fund  obliga- 
tions of  the  United  States  under  a  contemplated  Law  of  the  Sea 
Convention. 

The  tax  was  scheduled  to  terminate  on  the  earlier  of  the  date  on 
which  a  U.N.  international  deep  seabed  treaty  took  effect  with  re- 
spect to  the  United  States,  or  June  28,  1990  (10  years  after  the  date 
of  enactment  of  the  tax).  Since  the  United  States  did  not  sign  the 
treaty,  the  excise  tax  provisions  expired  on  June  28,  1990. 

Explanation  of  Provision 

The  bill  deletes  the  deep  seabed  hard  minerals  excise  tax  provi- 
sions as  "dead wood.' ' 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

Subtitle  I.  Administrative  Provisions 

PART  I — GENERAL  PROVISIONS 

1.  Simplify  Employment  Tax  Reporting  for  Household  Employees 
(Sec.  4901  of  the  Bill  and  Sees.  3102,  3121,  3306  and  6654  of  the 
Code) 

Present  Law 

An  employer  who  pays  a  household  employee  wages  of  $50  or 
more  in  a  calendar  quarter  for  household  work  must  withhold 
social  security  taxes  (including  medicare  taxes)  from  wages  paid  to 
the  employee  during  the  quarter.  The  employer  must  also  pay  an 
amount  of  tax  that  matches  the  tax  withheld  from  the  employee's 
wages.  The  employer  must  file  an  Employer's  Quarterly  Tax 
Return  (Form  942)  each  quarter  and  a  Wage  and  Tax  Statement 
(Form  W-2)  at  the  end  of  the  year. 

In  addition,  an  employer  must  pay  Federal  unemployment  taxes 
if  he  or  she  paid  cash  wages  to  household  employees  totalling 
$1,000  or  more  in  a  calendar  quarter  in  the  current  or  preceding 
year.  The  employer  must  file  an  Employer's  Annual  Federal  Un- 
employment Tax  Return  (Form  940  or  Form  940-EZ)  at  the  end  of 
the  year. 

Reasons  for  Change 

Employer  return  requirements  are  confusing  and  burdensome  for 
many  individuals,  who  may  be  employers  only  because  they  employ 
a  domestic  employee  on  an  intermittent  basis.  Streamlining  the 
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return  requirements  would  reduce  the  filing  burden  for  individuals 
employing  domestic  employees. 

Explanation  of  Provision 

The  bill  changes  the  threshold  for  withholding  and  paying  social 
security  taxes  with  respect  to  domestic  service  employment  from 
$50  a  quarter  to  $300  a  year.  The  bill  requires  an  individual  who 
employs  only  household  employees  (regardless  of  the  amount  of  the 
remuneration)  to  report  any  social  security  or  Federal  unemploy- 
ment tax  obligation  for  wages  paid  to  such  employees  on  his  or  her 
income  tax  return  for  the  year.  The  bill  includes  a  household  em- 
ployer's social  security  and  unemployment  taxes  in  the  estimated 
tax  provisions.  The  bill  also  authorizes  the  Secretary  to  enter  into 
agreements  with  States  to  collect  State  unemployment  taxes  in  the 
same  manner. 

Effective  Date 

The  provision  is  effective  for  remuneration  paid  in  calendar 
years  beginning  after  December  31,  1992. 

2.  Simplify  Estimated  Tax  Payment  Rules  for  Small  Corporations 
(Sec.  4902  of  the  Bill  and  Sec.  6655  of  the  Code) 

Present  Law 

I 

A  corporation  is  subject  to  an  addition  to  tax  for  any  underpay- 
ment of  estimated  tax.  A  corporation  does  not  have  an  underpay-  ] 
ment  of  estimated  tax  if  it  makes  four  timely  estimated  tax  pay- 
ments each  equal  to  at  least  22.5  percent  of  its  tax  liability  for  the 
current  taxable  year.  In  addition,  a  corporation  that  is  not  a  "large 
corporation"  may  avoid  the  addition  to  tax  if  it  makes  four  timely 
estimated  tax  payments  each  equal  to  at  least  25  percent  of  its  tax 
liability  for  the  preceding  taxable  year,  so  long  as  the  preceding 
year  was  not  a  short  taxable  year  and  corporation  filed  a  return 
showing  a  tax  liability  for  such  year.  A  large  corporation  may  use 
this  second  rule  only  with  respect  to  its  estimated  tax  payment  for 
the  first  quarter  of  its  current  taxable  year.  A  large  corporation  is 
one  that  had  taxable  income  of  $1  million  or  more  for  any  of  the 
three  preceding  taxable  years. 

Reasons  for  Change 

The  calculation  of  estimated  tax  payments  may  be  difficult  for  a 
corporation  (particularly  a  small  corporation)  that  had  no  tax  li- 
ability in  the  preceding  taxable  year  because  it  must  use  the  cur- 
rent taxable  year  rule;  it  is  not  allowed  to  use  a  safe  harbor  that  is 
available  to  a  corporation  with  a  tax  liability  in  the  preceding  tax- 
able year. 

Explanation  of  Provision 

\ 

The  bill  provides  that  a  small  corporation  (i.e.,  a  corporation  that 
is  not  a  "large  corporation"  under  present  law)  with  no  tax  liabil- 
ity in  the  preceding  taxable  year  may  avoid  the  addition  to  tax  if  it 
makes  four  timely  estimated  tax  payments  each  equal  to  at  least 
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25  percent  of  its  tax  liability  for  the  second  preceding  taxable 
year.1  This  rule  will  apply  so  long  as  (1)  neither  the  preceding  tax- 
able year  nor  the  second  preceding  taxable  year  was  a  short  tax 
year,  and  (2)  the  corporation  filed  tax  returns  for  both  years.  If  the 
corporation  satisfies  these  two  requirements  and  did  not  have  a  tax 
liability  for  either  of  the  two  preceding  taxable  years,  the  corpora- 
tion will  not  be  required  to  make  estimated  tax  payments  for  the 
current  taxable  year. 

A  large  corporation  may  use  this  expanded  safe  harbor  with  re- 
spect to  its  estimated  tax  payment  for  the  first  quarter  of  its  tax- 
able year,  as  under  present  law. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  the 
date  of  enactment  of  this  Act. 

3.  Interest  Rate  on  Large  Corporate  Underpayments  (Sec.  4903  of 
the  Bill  and  Sec.  6621(c)  of  the  Code) 

Present  Law 

The  interest  rate  on  a  large  corporate  underpayment  of  tax  is 
the  Federal  short-term  rate  plus  five  percentage  points.  A  large 
corporate  underpayment  is  any  underpayment  by  a  subchapter  C 
corporation  of  any  tax  imposed  for  any  taxable  period,  if  the 
amount  of  such  underpayment  for  such  period  exceeds  $100,000. 
The  large  corporate  underpayment  rate  generally  applies  to  peri- 
ods beginning  30  days  after  the  earlier  of  the  date  on  which  the 
first  letter  of  proposed  deficiency,  a  statutory  notice  of  deficiency, 
or  a  nondeflciency  letter  or  notice  of  assessment  or  proposed  assess- 
ment is  sent.  For  this  purpose,  a  letter  or  notice  is  disregarded  if 
the  taxpayer  makes  a  payment  equal  to  the  amount  shown  on  the 
letter  or  notice  within  that  30  day  period. 

Reasons  for  Change 

The  large  corporate  underpayment  rate  generally  applies  if  the 
underpayment  of  tax  for  a  taxable  period  exceeds  $100,000,  even  if 
the  initial  letter  or  notice  of  deficiency,  proposed  deficiency,  assess- 
ment, or  proposed  assessment  is  for  an  amount  less  than  $100,000. 
Thus,  for  example,  under  present  law,  a  nondeflciency  notice  relat- 
ing to  a  relatively  minor  mathematical  error  by  the  taxpayer  may 
result  in  the  application  of  the  large  corporate  underpayment  rate 
to  a  subsequently  identified  income  tax  deficiency. 

Explanation  of  Provision 

For  purposes  of  determining  the  period  to  which  the  large  corpo- 
rate underpayment  rate  applies,  any  letter  or  notice  will  be  disre- 
garded if  the  amount  of  the  deficiency,  proposed  deficiency,  assess- 
ment, or  proposed  assessment  set  forth  in  the  letter  or  notice  is  not 


1  As  under  present  law,  a  small  corporation  may  continue  to  use  the  current  taxable  year  rule 
for  estimated  tax  purposes. 
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greater  than  $100,000  (determined  by  not  taking  into  account  any 
interest,  penalties,  or  additions  to  tax). 


Effective  Date 

The  provision  is  effective  for  purposes  of  determining  interest  for 
periods  after  December  31,  1990. 
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4.  Clarify  that  Reproductions  From  Digital  Images  are  Reproduc- 
tions for  Recordkeeping  Purposes  (Sec.  4904  of  the  Bill  and  Sec. 
6103(p)of  the  Code)  I  to 

\  to 

Present  Law 

Reproductions  of  a  return,  document,  and  certain  other  matters 
have  the  same  legal  status  as  the  original  for  purposes  of  judicial 
and  administrative  proceedings.  It  is  unclear  whether  reproduc- 
tions made  from  digital  images  are  also  accorded  the  same  legal 
status  as  originals. 

Reasons  for  Change 

Reducing  the  IRS'  need  to  maintain  hard-copy  originals  of  docu- 
ments would  simplify  the  administration  of  the  tax  laws.  As  part  of 
its  systems  modernization  plan,  the  IRS  intends  to  store  returns, 
documents,  and  other  materials  in  digital  image  format.  This  plan 
will  permit  the  IRS  to  respond  much  more  quickly  to  taxpayers'  in- 
quiries about  the  status  of  their  accounts.  It  will  facilitate  imple- 
mentation of  this  plan  to  clarify  that  reproductions  made  from 
such  images  would  be  accorded  the  same  legal  status  as  other  re- 
productions. 

Explanation  of  Provision 

The  bill  provides  that  the  term  reproduction  includes  a  reproduc- 
tion from  a  digital  image.  The  bill  also  requires  the  Comptroller 
General  to  conduct  a  study  of  available  digital  image  technology 
for  the  purpose  of  determining  the  extent  to  which  reproductions  of 
documents  stored  using  that  technology  accurately  reflect  the  data 
on  the  original  document  and  the  appropriate  period  for  retaining 
the  original  document. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

5.  Repeal  of  Authority  to  Disclose  Whether  a  Prospective  Juror 
Has  Been  Audited  (Sec.  4905  of  the  Bill  and  Sec.  6103(h)(5)  of  the 
Code) 

Present  Law 

In  connection  with  a  civil  or  criminal  tax  proceeding  to  which 
the  United  States  is  a  party,  the  Secretary  must  disclose,  upon  the 
written  request  of  either  party  to  the  lawsuit,  whether  an  individ- 
ual who  is  a  prospective  juror  has  or  has  not  been  the  subject  of  an 
audit  or  other  tax  investigation  by  the  Internal  Revenue  Service 
(sec.  6103(h)(5)). 
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Reasons  for  Change 

This  disclosure  requirement,  as  it  has  been  interpreted  by  sever- 
al recent  court  decisions,  has  created  significant  difficulties  in  the 
civil  and  criminal  tax  litigation  process.  First,  the  litigation  process 
can  be  substantially  slowed.  It  can  take  the  Secretary  a  consider- 
able period  of  time  to  compile  the  information  necessary  for  a  re- 
sponse (some  courts  have  required  searches  going  back  as  far  as  25 
years).  Second,  providing  early  release  of  the  list  of  potential  jurors 
to  defendants  (which  several  recent  court  decisions  have  required 
I  to  permit  defendants  to  obtain  disclosure  of  the  information  from 
the  Secretary)  can  provide  an  opportunity  for  harassment  and  in- 
timidation of  potential  jurors  in  organized  crime,  drug,  and  some 
tax  protester  cases.  Third,  significant  judicial  resources  have  been 
expended  in  interpreting  this  procedural  requirement  that  might 
better  be  spent  resolving  substantive  disputes.  Fourth,  differing  ju- 
dicial interpretations  of  the  nature  of  this  provision  have  caused 
confusion.  In  some  instances,  defendants  convicted  of  criminal  tax 
offenses  have  obtained  reversals  of  those  convictions  because  of 
failures  to  comply  fully  with  this  provision. 

Explanation  of  Provision 

The  bill  repeals  the  requirement  that  the  Secretary  disclose, 
upon  the  written  request  of  either  party  to  the  lawsuit,  whether  an 
individual  who  is  a  prospective  juror  has  or  has  not  been  the  sub- 
ject of  an  audit  or  other  tax  investigation  by  the  Internal  Revenue 
Service. 

Effective  Date 

The  provision  is  effective  for  judicial  proceedings  pending  on,  or 
commenced  after,  the  date  of  enactment. 

6.  Repeal  TEFRA  Audit  Rules  for  S  Corporations  (Sec.  4906  of  the 
Bill  and  Sees.  6037,  6241,  6242,  6243,  6244,  and  6245  of  the  Code) 

Present  Law 

An  S  corporation  generally  is  not  subject  to  income  tax  on  its 
taxable  income.  Instead,  it  files  an  information  return  and  the 
shareholders  report  their  pro  rata  share  of  the  S  corporation's 
income  and  deductions  on  their  own  tax  returns. 

The  Subchapter  S  Revision  Act  of  1982  generally  made  the 
TEFRA  partnership  audit  and  litigation  rules  applicable  to  S  corpo- 
rations. These  rules  require  the  determination  of  all  "Subchapter  S 
items"  at  the  corporate,  rather  than  the  shareholder,  level.  These 

J  rules  also  require  a  shareholder  to  report  all  Subchapter  S  items 
consistently  with  the  corporation's  information  return  or  to  notify 

j  the  IRS  of  any  inconsistency.  Temporary  regulations  contain  an  ex- 
ception from  these  rules  for  "small  S  corporations,"  i.e.,  those  with 
five  or  fewer  shareholders,  each  of  whom  is  a  natural  person  or  an 
estate. 
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Reasons  for  Change 

An  S  corporation  generally  is  limited  to  35  investors.  In  addition, 
the  vast  majority  of  both  existing  and  newly  formed  S  corporations 
are  expected  to  qualify  for  the  small  S  corporation  exception  from 
the  unified  audit  and  litigation  provisions.  Consequently,  a  unified 
audit  procedure  is  an  unnecessary  requirement  for  S  corporations. 

Explanation  of  Provision 

The  bill  repeals  the  unified  audit  procedures  for  S  corporations. 
The  bill  retains,  however,  the  requirement  that  shareholders  report 
items  in  a  manner  consistent  with  the  corporation's  return. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  the 
date  of  enactment. 

7.  Clarify  Statute  of  Limitations  for  Items  From  Passthrough 
Entities  (Sec.  4907  of  the  Bill  and  Sec.  6501(a)  of  the  Code) 

Present  Law 

Passthrough  entities  (such  as  S  corporations,  partnerships,  and 
certain  trusts)  generally  are  not  subject  to  income  tax  on  their  tax- 
able income.  Instead,  these  entities  file  information  returns  and 
the  entities'  shareholders  (or  beneficial  owners)  report  their  pro 
rata  share  of  the  gross  income  and  are  liable  for  any  taxes  due. 

Some  believe  that  present  law  may  be  unclear  as  to  whether  the 
statute  of  limitations  for  adjustments  that  arise  from  distributions 
from  passthrough  entities  should  be  applied  at  the  entity  or  indi- 
vidual level  (i.e.,  whether  the  3-year  statute  of  limitations  for  as- 
sessments runs  from  the  time  that  the  entity  files  its  information 
return  or  from  the  time  that  a  shareholder  timely  files  his  or  her 
income  tax  return).  (Compare  Fehlhaber  v.  Comm.,  94  TC  863  (1990) 
with  Kelly  v.  Comm.,  877  F.2d  7567  (9th  Cir.  1989)). 

Reasons  for  Change 

Uncertainty  regarding  the  correct  statute  of  limitations  hinders 
the  resolution  of  factual  and  legal  issues  and  creates  needless  liti- 
gation over  collateral  matters. 

Explanation  of  Provision 

The  bill  clarifies  that  the  return  that  starts  the  running  of  the 
statute  of  limitations  for  a  taxpayer  is  the  return  of  the  taxpayer 
and  not  the  return  of  another  person  from  whom  the  taxpayer  has 
received  an  item  of  income,  gain,  loss,  deduction,  or  credit.  The  pro- 
vision is  not  intended  to  create  any  inference  as  to  the  proper  in- 
terpretation of  present  law. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  the 
date  of  enactment. 


281 


PART  II — TAX  COURT  PROVISIONS 

1.  Clarify  Jurisdiction  of  Tax  Court  With  Respect  to  Overpayment 
Determinations  (Sec.  4911  of  the  Bill  and  Sec.  6512(b)  of  the  Code) 

Present  Law 

The  Tax  Court  may  order  the  refund  of  an  overpayment  deter- 
mined by  the  Court,  plus  interest,  if  the  IRS  fails  to  refund  such 
overpayment  and  interest  within  120  days  after  the  Court's  deci- 
sion becomes  final.  Whether  such  an  order  is  appealable  is  uncer- 
tain. 

In  addition,  it  is  unclear  whether  the  Tax  Court  has  jurisdiction 
over  the  validity  or  merits  of  certain  credits  or  offsets  (e.g.,  provid- 
ing for  collection  of  student  loans,  child  support,  etc.)  made  by  the 
IRS  that  reduce  or  eliminate  the  refund  to  which  the  taxpayer  was 
otherwise  entitled. 

Reasons  for  Change 

Clarification  of  the  jurisdiction  of  the  Tax  Court  and  the  appeala- 
bility of  orders  of  the  Tax  Court  would  provide  for  greater  certain- 
ty for  taxpayers  and  the  Government  in  conducting  cases  before 
the  Tax  Court.  Clarification  will  also  reduce  litigation. 

Explanation  of  Provision 

The  bill  clarifies  that  an  order  to  refund  an  overpayment  is  ap- 
pealable in  the  same  manner  as  a  decision  of  the  Tax  Court.  The 
bill  also  clarifies  that  the  Tax  Court  does  not  have  jurisdiction  over 
the  validity  or  merits  of  the  credits  or  offsets  that  reduce  or  elimi- 
nate the  refund  to  which  the  taxpayer  was  otherwise  entitled. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

2.  Clarify  Procedures  for  Administrative  Cost  Awards  (Sec.  4912  of 

the  Bill  and  Sec.  7430  of  the  Code) 

Present  Law 

Any  person  who  substantially  prevails  in  any  action  brought  by 
or  against  the  United  States  in  connection  with  the  determination, 
collection,  or  refund  of  any  tax,  interest,  or  penalty  may  be  award- 
ed reasonable  administrative  costs  incurred  before  the  IRS  and  rea- 
sonable litigation  costs  incurred  in  connection  with  any  court  pro- 
ceeding. 

No  time  limit  is  specified  for  the  taxpayer  to  apply  to  the  IRS  for 
an  award  of  administrative  costs.  In  addition,  no  time  limit  is  speci- 
fied for  a  taxpayer  to  appeal  to  the  Tax  Court  an  IRS  decision  de- 
nying an  award  of  administrative  costs.  Finally,  the  procedural 
rules  for  adjudicating  a  denial  of  administrative  costs  are  unclear. 

Reasons  for  Change 

The  proper  procedures  for  applying  for  a  cost  award  are  uncer- 
tain in  some  instances.  Clarifying  these  procedures  will  decrease 
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litigation  over  these  procedural  issues  and  will  provide  for  expedit- 
ed settlement  of  these  claims. 

Explanation  of  Provision 

The  bill  provides  that  a  taxpayer  who  seeks  an  award  of  adminis- 
trative costs  must  apply  for  such  costs  within  90  days  of  the  date 
on  which  the  taxpayer  was  determined  to  be  a  prevailing  party. 
The  bill  also  provides  that  a  taxpayer  who  seeks  to  appeal  an  IRS 
denial  of  an  administrative  cost  award  must  petition  the  Tax  Court 
within  90  days  after  the  date  that  the  IRS  mails  the  denial  notice. 

The  bill  clarifies  that  dispositions  by  the  Tax  Court  of  petitions 
relating  only  to  administrative  costs  are  to  be  reviewed  in  the  same 
manner  as  other  decisions  of  the  Tax  Court. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

3.  Clarify  Tax  Court  Jurisdiction  Over  Interest  Determinations 
(Sec.  4913  of  the  Bill  and  Sec.  7481(c)  of  the  Code) 

Present  Law 

A  taxpayer  may  seek  a  redetermination  of  interest  after  certain 
decisions  of  the  Tax  Court  have  become  final  by  filing  a  petition 
with  the  Tax  Court. 

Reasons  for  Change 

It  would  be  beneficial  to  taxpayers  if  a  proceeding  for  a  redeter- 
mination of  interest  supplemented  the  original  deficiency  action 
brought  by  the  taxpayer  to  redetermine  the  deficiency  determina- 
tion of  the  IRS.  A  motion,  rather  than  a  petition,  is  a  more  appro- 
priate pleading  for  relief  in  these  cases. 

Explanation  of  Provision 

The  bill  provides  that  a  taxpayer  must  file  a  ' 'motion' '  (rather 
than  a  "petition")  to  seek  a  redetermination  of  interest  in  the  Tax 
Court. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

4.  Clarify  Net  Worth  Requirements  for  Awards  of  Administrative 
or  Litigation  Costs  (Sec.  4914  of  the  Bill  and  Sec.  7430  of  the  Code) 

Present  Law 

Any  person  who  substantially  prevails  in  any  action  brought  by 
or  against  the  United  States  in  connection  with  the  determination, 
collection,  or  refund  of  any  tax,  interest,  or  penalty  may  be  award- 
ed reasonable  administrative  costs  incurred  before  the  IRS  and  rea- 
sonable litigation  costs  incurred  in  connection  with  any  court  pro- 
ceeding. 
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A  person  who  substantially  prevails  must  meet  certain  net  worth 
requirements  to  be  eligible  for  an  award  of  administrative  or  litiga- 
tion costs.  In  general,  only  an  individual  whose  net  worth  does  not 
exceed  $2,000,000  is  eligible  for  an  award,  and  only  a  corporation  or 
partnership  whose  net  worth  does  not  exceed  $7,000,000  is  eligible 
for  an  award.  (The  net  worth  determination  with  respect  to  a  part- 
nership or  S  corporation  applies  to  all  actions  that  are  in  substance 
partnership  actions  or  S  corporation  actions,  including  unified 
entity-level  proceedings  under  sections  6226  or  6228,  that  are  nomi- 
nally brought  in  the  name  of  a  partner  or  a  shareholder.) 

Reasons  for  Change 

Although  the  net  worth  requirements  are  explicit  for  individuals, 
corporations,  and  partnerships,  it  is  not  clear  which  net  worth  re- 
quirement is  to  apply  to  other  potential  litigants.  It  is  also  unclear 
how  the  individual  net  worth  rules  are  to  apply  to  individuals 
filing  a  joint  tax  return.  Clarifying  these  rules  will  provide  certain- 
ty for  potential  claimants  and  will  decrease  needless  litigation  over 
procedural  issues. 

Explanation  of  Provision 

The  bill  provides  that  the  net  worth  limitations  currently  appli- 
cable to  individuals  also  apply  to  estates  and  trusts.  The  bill  also 
provides  that  individuals  who  file  a  joint  tax  return  shall  be  treat- 
ed as  one  individual  for  purposes  of  computing  the  net  worth  limi- 
tations. Consequently,  the  net  worths  of  both  spouses  are  aggregat- 
ed for  purposes  of  this  computation.  An  exception  to  this  rule  is 
provided  in  the  case  of  a  spouse  otherwise  qualifying  for  innocent 
spouse  relief. 

Effective  Date 

The  provision  applies  to  proceedings  commenced  after  the  date  of 
enactment. 

PART  III — PERMIT  IRS  TO  ENTER  INTO  COOPERATIVE  AGREEMENTS  WITH 
STATE  TAX  AUTHORITIES  (SEC.  4921  OF  THE  BILL  AND  NEW  SEC.  7524 
OF  THE  CODE) 

Present  Law 

The  IRS  is  generally  not  authorized  to  provide  services  to  non- 
Federal  agencies  even  if  the  cost  is  reimbursed  (62  Comp.  Gen. 
323,335  (1983)). 

Reasons  for  Change 

Most  taxpayers  reside  in  States  with  an  income  tax  and,  there- 
fore, must  file  both  Federal  and  State  income  tax  returns  each 
year.  Each  return  is  separately  prepared,  with  the  State  return 
often  requiring  information  taken  directly  from  the  Federal  return. 
Permitting  the  IRS  to  enter  into  agreements  that  are  designed  to 
promote  efficiency  through  joint  tax  administration  programs  with 
States  would  reduce  the  burden  on  taxpayers  because  much  of  the 
same  information  could  be  used  by  both  Governments. 
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For  example,  the  burden  on  taxpayers  could  be  significantly  re- 
duced through  joint  electronic  filing  of  tax  returns,  whereby  a  tax- 
payer electronically  transmits  both  Federal  and  State  returns  to 
one  location.  Joint  Federal  and  State  electronic  filing  could  simpli- 
fy and  shorten  return  preparation  time  for  taxpayers.  Also,  State 
governments  could  benefit  from  reduced  processing  costs,  while  the 
IRS  could  benefit  from  the  potential  increase  in  taxpayers  who 
would  elect  to  file  electronically  because  they  would  be  able  to  ful- 
fill both  their  Federal  and  State  obligations  simultaneously. 

Explanation  of  Provision 

The  bill  provides  that  the  Secretary  is  authorized  to  enter  into 
cooperative  agreements  with  State  tax  authorities  to  enhance  joint 
tax  administration.  These  agreements  may  include  (1)  joint  filing  of 
Federal  and  State  income  tax  returns,  (2)  single  processing  of  these 
returns,  and  (3)  joint  collection  of  taxes  (other  than  Federal  income 
taxes). 

The  bill  provides  that  these  agreements  may  require  reimburse- 
ment for  services  provided  by  either  party  to  the  agreement.  Any 
funds  appropriated  for  tax  administration  may  be  used  to  carry  out 
the  responsibilities  of  the  IRS  under  these  agreements,  and  any  re- 
imbursement received  under  an  agreement  shall  be  credited  to  the 
amount  appropriated. 

No  agreement  may  be  entered  into  that  does  not  provide  for  the 
protection  of  confidentiality  of  taxpayer  information  that  is  re- 
quired by  section  6103. 

Effective  Date 

This  provision  is  effective  on  the  date  of  enactment. 

TITLE  V.  TAXPAYER  BILL  OF  RIGHTS  2 

Subtitle  A.  Taxpayer  Advocate 

1.  Establishment  of  Position  of  Taxpayer  Advocate  Within  Internal 
Revenue  Service  (Sec.  5001  of  the  Bill  and  Sec.  7802  of  the  Code) 

Present  Law 

The  Office  of  the  Taxpayer  Ombudsman  was  created  by  the  IRS 
in  1979.  The  Taxpayer  Ombudsman's  duties  are  to  serve  as  the  pri- 
mary advocate,  within  the  IRS,  for  taxpayers.  As  the  taxpayers'  ad- 
vocate, the  Taxpayer  Ombudsman  participates  in  an  ongoing 
review  of  IRS  policies  and  procedures  to  determine  their  impact  on 
taxpayers,  receives  ideas  from  the  public  concerning  tax  adminis- 
tration, identifies  areas  of  the  tax  law  that  confuse  or  create  an  in- 
equity for  taxpayers,  and  supervises  cases  handled  under  the  Prob- 
lem Resolution  Program.  Under  current  procedures,  the  Taxpayer 
Ombudsman  is  selected  by  the  Commissioner  of  the  IRS  and  serves 
at  his  discretion. 

Reasons  for  Change 

To  date,  the  Taxpayer  Ombudsman  has  been  a  career  civil  serv- 
ant selected  by  and  serving  at  the  pleasure  of  the  IRS  Commission- 
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er.  Some  may  perceive  that  the  Taxpayer  Ombudsman  is  not  an  in- 
dependent advocate  for  taxpayers.  In  order  to  ensure  that  the  Tax- 
payer Ombudsman  has  the  necessary  stature  within  the  IRS  to  rep- 
resent fully  the  interests  of  taxpayers,  it  is  believed  to  be  appropri- 
ate that  the  position  be  elevated  to  a  position  comparable  to  that  of 
the  Chief  Counsel,  and  that  the  appointment  be  made  with  the 
advice  and  consent  of  the  Senate.  In  addition,  in  order  to  ensure 
that  the  Congress  is  systematically  made  aware  of  recurring  and 
unresolved  problems  and  difficulties  taxpayers  encounter  in  deal- 
ing with  the  IRS,  the  Taxpayer  Ombudsman  should  have  the  au- 
thority and  responsibility  to  make  independent  reports  to  the  Con- 
gress in  order  to  advise  the  tax-writing  Committees  of  those  areas. 

Explanation  of  Provision 

The  bill  establishes  a  new  position,  Taxpayer  Advocate,  within 
the  IRS.  This  replaces  the  position  of  Taxpayer  Ombudsman.  The 
Advocate  is  to  be  nominated  by  the  President,  by  and  with  the 
advice  and  consent  of  the  Senate.  The  Advocate  reports  directly  to 
the  Commissioner.  Compensation  of  the  Advocate  is  at  a  level 
equal  to  that  of  the  IRS  Chief  Counsel. 

The  bill  also  establishes  the  Office  of  Taxpayer  Advocate  within 
the  IRS.  All  problem  resolution  officers  are  part  of  that  office,  and 
are  under  the  supervision  and  direction  of  the  Taxpayer  Advocate. 
The  functions  of  the  office  are  (1)  to  assist  taxpayers  in  resolving 
problems  with  the  IRS,  (2)  to  identify  areas  in  which  taxpayers 
have  problems  in  dealings  with  the  IRS,  (3)  to  propose  changes  (to 
the  extent  possible)  in  the  administrative  practices  of  the  IRS  that 
will  mitigate  those  problems,  and  (4)  to  identify  potential  legisla- 
tive changes  that  may  mitigate  those  problems. 

The  Taxpayer  Advocate  is  required  to  make  two  annual  reports 
to  the  tax-writing  Committees.  The  first  report  is  to  contain  the  ob- 
jectives of  the  Taxpayer  Advocate  for  the  next  calendar  year.  This 
report  is  to  contain  full  and  substantive  analysis,  in  addition  to  sta- 
tistical information.  This  report  is  due  not  later  than  October  31  of 
each  year. 

The  second  report  is  on  the  activities  of  the  Taxpayer  Advocate 
during  the  previous  fiscal  year.  The  report  must  identify  the  initia- 
tives the  Taxpayer  Advocate  has  taken  to  improve  taxpayer  serv- 
ices and  IRS  responsiveness,  contain  recommendations  received 
from  individuals  who  have  the  authority  to  issue  a  TAO,  contain  a 
summary  of  at  least  20  of  the  most  serious  problems  which  taxpay- 
ers have  in  dealing  with  the  IRS,  describe  in  detail  the  progress 
made  in  implementing  these  recommendations,  include  recommen- 
dations for  such  administrative  and  legislative  action  as  may  be  ap- 
propriate to  resolve  such  problems,  and  to  include  other  such  infor- 
mation as  the  Taxpayer  Advocate  may  deem  advisable.  The  Com- 
missioner is  required  to  establish  internal  procedures  that  will 
ensure  a  formal  IRS  response  to  all  recommendations  submitted  to 
the  Commissioner  by  the  Taxpayer  Advocate. 

Effective  Date 

The  provision  is  effective  on  the  date  of  enactment.  The  first 
annual  reports  of  the  Taxpayer  Advocate  are  due  in  1992. 
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2.  Expansion  of  Authority  to  Issue  Taxpayer  Assistance  Orders 
(Sec.  5002  of  the  Bill  and  Sec.  7811  of  the  Code) 

Present  Law 

Section  7811(a)  authorizes  the  Taxpayer  Ombudsman  to  issue  a 
Taxpayer  Assistance  Order  (TAO).  TAOs  may  order  the  release  of 
taxpayer  property  levied  upon  by  the  IRS  and  may  require  the  IRS 
to  cease  any  action,  or  refrain  from  taking  any  action  if,  in  the  de- 
termination of  the  Taxpayer  Ombudsman,  the  taxpayer  is  suffering 
or  about  to  suffer  a  significant  hardship  as  a  result  of  the  manner 
in  which  the  internal  revenue  laws  are  being  administered. 

Reasons  for  Change 

The  requirement  that  the  significant  hardship  be  as  a  result  of 
the  manner  in  which  the  internal  revenue  laws  are  being  adminis- 
tered has  resulted  in  confusion  as  to  the  circumstances  which  justi- 
fy the  issuance  of  a  TAO.  The  most  frequent  situation  where  a 
TAO  may  be  needed,  but  may  not  be  authorized  under  present  law, 
involves  income  tax  refunds  that  are  needed  to  relieve  severe  hard- 
ship of  taxpayers.  Another  example  involves  the  re-issuance  of 
refund  checks  which  have  been  sent  by  the  IRS  to  an  address  at 
which  the  taxpayer  no  longer  resides.  While  the  mailing  of  the 
check  to  the  incorrect  address  might  in  no  way  be  due  to  the  fault 
of  the  IRS,  the  normal  delays  in  reissuing  such  a  check  may  cause 
great  hardship  for  the  taxpayer.  Also,  the  IRS  Collection  Division 
may  take  an  enforcement  action  when  the  taxpayer  has  had  no 
actual  notice  of  the  deficiency  and  is  not  afforded  any  opportunity 
to  obtain  an  administrative  review  of  the  validity  of  the  tax  defi- 
ciency. In  cases  like  these,  it  may  be  appropriate  for  the  Taxpayers' 
Advocate  to  issue  a  TAO  to  temporarily  stay  the  IRS  collection 
action  in  order  to  allow  for  a  review  of  the  appropriateness  of  the 
proposed  action. 

Explanation  of  Provision 

The  bill  provides  the  Taxpayers'  Advocate  with  broader  author- 
ity to  affirmatively  take  any  action  with  respect  to  taxpayers  who 
would  otherwise  suffer  a  significant  hardship  as  a  result  of  the 
manner  in  which  the  IRS  is  administering  the  tax  laws.  The  bill 
also  provides  that  a  TAO  may  specify  a  time  period  within  which 
the  TAO  must  be  followed.  Finally,  the  bill  provides  that  only  the 
Taxpayer  Advocate,  the  Commissioner  of  the  IRS,  or  a  superior  of 
those  two  positions,  as  well  as  a  delegate  of  the  Taxpayer  Advocate, 
may  modify  or  rescind  a  TAO. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 
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Subtitle  B.  Modifications  to  Installment  Agreement 
Provisions 

1.  Notification  of  Reasons  for  Termination  or  Denial  of  Installment 
Agreements  (Sec.  5101  of  the  Bill  and  Sec.  6159  of  the  Code) 

Present  Law 

Section  6159  authorizes  the  IRS  to  enter  into  written  installment 
agreements  with  taxpayers  to  facilitate  the  collection  of  tax  liabil- 
ities. In  general,  the  IRS  has  the  right  to  terminate  (or  in  some  in- 
stances, alter  or  modify)  such  agreements  if  the  taxpayer  provided 
inaccurate  or  incomplete  information  before  the  agreement  was  en- 
tered into,  if  the  taxpayer  fails  to  make  a  timely  payment  of  an 
installment  or  another  tax  liability,  if  the  taxpayer  fails  to  provide 
the  IRS  with  a  requested  update  of  financial  condition,  if  the  IRS 
determines  that  the  financial  condition  of  the  taxpayer  has 
changed  significantly,  or  if  the  IRS  believes  collection  of  the  tax  li- 
ability is  in  jeopardy.  If  the  IRS  determines  that  the  financial  con- 
dition of  a  taxpayer  that  has  entered  into  an  installment  agree- 
ment has  changed  significantly,  the  IRS  must  provide  the  taxpayer 
with  a  written  notice  that  explains  the  IRS  determination  at  least 
30  days  before  altering,  modifying  or  terminating  the  installment 
agreement.  No  notice  is  statutorily  required  if  the  installment 
agreement  is  altered,  modified,  or  terminated  for  other  reasons. 

Reasons  for  Change 

The  committee  believes  that  the  IRS  generally  should  notify  tax- 
payers if  an  installment  agreement  is  denied,  altered,  modified,  or 
terminated. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  notify  taxpayers  30  days  before  alter- 
ing, modifying,  or  terminating  any  installment  agreement  for  any 
reason  other  than  that  the  collection  of  tax  is  determined  to  be  in 
jeopardy.  The  IRS  must  include  in  the  notification  an  explanation 
of  why  the  IRS  intends  to  take  this  action.  The  bill  also  requires 
that  the  IRS  notify  taxpayers  30  days  before  denying  any  install- 
ment agreement  for  any  reason  other  than  that  the  collection  of 
;  tax  is  determined  to  be  in  jeopardy.  The  committee  intends  that 
notice  of  denial  of  an  installment  agreement  be  given  to  a  taxpayer 
so  that  the  taxpayer  can  discuss  the  denial  with  the  IRS  before  it  is 
formalized.  Any  insufficiency  in  the  explanation  of  the  denial  has 
no  effect  on  the  availability  of  an  installment  agreement  to  the  tax- 
payer. 

Effective  Date 

The  provision  is  effective  six  months  after  the  date  of  enactment. 
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2.  Administrative  Review  of  Denial  of  Requests  for,  or  Termination 
of,  Installment  Agreements  (Sec.  5102  of  the  Bill  and  Sec.  6159  of 
the  Code) 

Present  Law 

A  taxpayer  whose  request  for  an  installment  agreement  is  denied 
can  appeal  to  successively  higher  levels  of  Collection  Division  man- 
agement, including  the  District  Director.  The  IRS  is  currently  test-  * 
ing  an  appeal  process  for  various  collection  actions,  including  in-  I 
stallment  agreements,  that  will  permit  taxpayers  to  appeal  these  a 
collection  actions  to  Appeals  Division  personnel. 

Reasons  for  Change 

The  committee  believes  that  taxpayers  should  be  able  to  obtain  fi 
an  independent  administrative  review  of  denials  of  requests  for,  or  j  a 
terminations  of,  installment  agreements. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  establish  additional  procedures  for  3 
administrative  review  by  the  Appeals  Division  of  denials  of  re-  j  c 
quests  for  installment  agreements  and  terminations  of  installment  j 
agreements. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

3.  Running  of  Failure  to  Pay  Penalty  Suspended  During  the  Period  I'  c 
an  Installment  Agreement  is  in  Effect  (Sec.  5103  of  the  Bill  and  ( 
Sec.  6651  of  the  Code) 

Present  Law 

Section  6651  provides  that  a  taxpayer  is  liable  for  a  '  'failure  to 
pay"  penalty  on  late  payments  of  tax.  The  penalty  is  imposed  on 
the  unpaid  tax  at  the  rate  of  one-half  percent  per  month  up  to  a 
maximum  of  25  percent.  The  penalty  applies  to  unpaid  amounts  j  J 
without  regard  to  whether  the  taxpayer  is  making  payments  pursu-  ] 
ant  to  an  installment  agreement. 

Reasons  for  Change 

Taxpayers  who  come  forward  and  negotiate  a  payment  plan  with 
the  Government  should  not,  as  a  matter  of  fairness,  be  penalized 
for  failure  to  pay  when  they  are  in  the  process  of  paying. 

Explanation  of  Provision 

The  bill  suspends  the  application  of  the  failure  to  pay  penalty 
with  respect  to  taxpayers  who  have  installment  agreements  in 
effect  and  are  meeting  the  conditions  of  the  agreements. 

Effective  Date 

The  provision  is  effective  for  installment  agreements  entered 
into  after  the  date  of  enactment. 
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Subtitle  C.  Interest 

1.  Expansion  of  Authority  to  Abate  Interest  (Sec.  5201  of  the  Bill 
and  Sec.  6404  of  the  Code) 

Present  Law 

Any  assessment  of  interest  on  any  deficiency  attributable  in 
whole  or  in  part  to  any  error  or  delay  by  an  officer  or  employee  of 
the  IRS  (acting  in  his  official  capacity)  in  performing  a  ministerial 
act  may  be  abated. 

Reasons  for  Change 

The  Committee  believes  that  it  is  appropriate  to  expand  the  au- 
thority to  abate  interest  to  include  delays  caused  by  managerial 
acts  of  the  IRS. 

Explanation  of  Provision 

The  bill  expands  the  authority  to  abate  interest  to  managerial 
acts  as  well  as  ministerial  acts.  Such  managerial  acts  would  in- 
clude extensive  delays  resulting  from:  the  loss  of  records  by  the 
IRS,  IRS  personnel  transfers,  extended  illnesses,  extended  person- 
nel training,  or  extended  leave. 

Effective  Date 

The  provision  applies  to  interest  accruing  with  respect  to  defi- 
ciencies or  payments  for  taxable  years  beginning  after  the  date  of 
enactment. 

2.  Extension  of  Interest-Free  Period  for  Payment  of  Tax  After 
Notice  and  Demand  (Sec.  5202  of  the  Bill  and  Sec.  6601  of  the  Code) 

Present  Law 

In  general,  a  taxpayer  must  pay  interest  on  late  payments  of  tax. 
An  interest-free  period  of  ten  days  is  provided  to  taxpayers  who 
pay  the  tax  due  within  ten  days  of  notice  and  demand. 

Reasons  for  Change 

The  ten-day  interest-free  period  was  designed  to  give  taxpayers 
time  to  receive  the  notice  and  pay  the  amount  due.  Because  it  may 
be  very  difficult  for  some  taxpayers  to  remit  payment  within  the 
ten-day  period,  particularly  if  the  mail  has  delayed  delivery  of  the 
notice,  the  IRS  must  recompute  interest  and  send  another  notice  to 
taxpayers. 

Explanation  of  Provision 

The  bill  extends  the  interest-free  period  provided  to  taxpayers  for 
the  payment  of  the  tax  liability  reflected  in  the  notice  from  10  days 
to  21  days,  provided  that  the  total  tax  liability  shown  on  the  notice 
of  deficiency  is  less  than  $100,000. 
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Effective  Date 

The  provision  applies  in  the  case  of  any  notice  and  demand  given 
after  the  date  six  months  after  the  date  of  enactment. 

Subtitle  D.  Joint  Returns 

1.  Disclosure  of  Collection  Activities  With  Respect  to  Joint  Returns 

(Sec.  5301  of  the  Bill  and  Sec.  6103(e)  of  the  Code) 

Present  Law 

The  IRS  does  not  disclose  collection  information  to  spouses  that 
have  filed  a  joint  return. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  permit  the  IRS 
to  discuss  with  one  spouse  the  efforts  it  has  made  to  collect  the 
joint  return  tax  liability  from  the  other  spouse. 

Explanation  of  Provision 

If  a  tax  deficiency  with  respect  to  a  joint  return  is  assessed,  and 
the  individuals  filing  the  return  are  no  longer  married  or  no  longer 
reside  in  the  same  household,  the  bill  permits  the  IRS  to  disclose  in 
writing  (in  response  to  a  written  request  by  one  of  the  individuals) 
to  that  individual  whether  the  IRS  has  attempted  to  collect  the  de- 
ficiency from  the  other  individual,  the  general  nature  of  the  collec- 
tion activities,  and  the  amount  (if  any)  collected. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

2.  Joint  Return  May  Be  Made  After  Separate  Returns  Without  Full 
Payment  of  Tax  (Sec.  5302  of  the  Bill  and  Sec.  6013  of  the  Code) 

Present  Law 

Taxpayers  who  file  separate  returns  and  subsequently  determine 
that  their  tax  liability  would  have  been  less  if  they  had  filed  a  joint 
return  are  precluded  by  statute  from  reducing  their  tax  liability  by 
filing  jointly  if  they  are  unable  to  pay  the  entire  amount  of  the 
joint  return  liability  before  the  expiration  of  the  three-year  period 
for  making  the  election  to  file  jointly. 

Reasons  for  Change 

Not  all  taxpayers  are  able  to  pay  the  full  amount  owed  on  their 
returns  by  the  filing  deadline.  In  such  circumstances,  the  IRS  en- 
courages the  taxpayer  to  pay  the  tax  as  soon  as  possible  or  enter 
into  an  installment  agreement.  However,  taxpayers  who  file  sepa- 
rate returns  and  subsequently  determine  that  their  tax  liability 
would  have  been  less  if  they  had  filed  a  joint  return  are  precluded 
from  reducing  their  tax  liability  by  filing  jointly  if  they  are  unable 
to  pay  the  entire  amount  of  the  joint  return  liability.  This  rule 
may  be  unfair  to  taxpayers  experiencing  financial  difficulties. 
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Explanation  of  Provision 

The  bill  repeals  the  requirement  of  full  payment  of  tax  liability 
as  a  precondition  to  switching  from  married  filing  separately  status 
to  married  filing  jointly  status. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  the  date  of 
the  enactment. 

Subtitle  E.  Collection  Activities 

1.  Modifications  to  Lien  and  Levy  Provisions  (Sec.  5401  of  the  Bill 
and  Sees.  6323  and  6343  of  the  Code) 

i.  Withdrawal  of  public  notice  of  lien 

Present  Law 

The  IRS  must  file  a  notice  of  lien  in  the  public  record,  in  order  to 
protect  the  priority  of  a  tax  lien.  A  notice  of  tax  lien  provides 
public  notice  that  a  taxpayer  owes  the  Government  money.  The 
IRS  has  discretion  in  filing  such  a  notice,  but  may  withdraw  a  filed 
notice  only  if  the  notice  (and  the  underlying  lien)  was  erroneously 
filed  or  if  the  underlying  lien  has  been  paid,  bonded,  or  become  un- 
enforceable. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  give  the  IRS  dis- 
cretion to  withdraw  a  notice  of  lien  in  other  situations  as  well. 

Explanation  of  Provision 

The  bill  allows  the  IRS  to  withdraw  a  public  notice  of  tax  lien 
prior  to  payment  in  full  by  the  indebted  taxpayer  if  the  Secretary 
determines  that  (1)  the  filing  of  the  notice  was  premature  or  other- 
wise not  in  accordance  with  the  administration  procedures  of  the 
IRS,  (2)  the  taxpayer  has  entered  into  an  installment  agreement  to 
satisfy  the  tax  liability,  (3)  the  withdrawal  of  the  lien  will  facilitate 
collection  of  the  tax  liability,  or  (4)  the  withdrawal  of  the  lien 
would  be  in  the  best  interests  of  the  taxpayer  and  the  Government 
(with  the  consent  of  the  taxpayer  or  the  Taxpayer  Advocate).  The 
bill  also  requires  that,  at  the  written  request  of  the  taxpayer,  the 
IRS  make  reasonable  efforts  to  give  notice  of  the  withdrawal  of  a 
lien  to  credit  reporting  agencies  or  financial  institutions  specified 
by  the  taxpayer. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 
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ii.  Return  of  levied  property 

Present  Law 

The  IRS  is  authorized  to  return  levied  property  to  a  taxpayer 
only  when  the  taxpayer  has  overpaid  its  liability  to  tax,  interest, 
and  penalty. 

Reasons  for  Change 

There  are  several  situations  where  the  IRS  cannot  return  levied- 
upon  amounts  even  when  it  believes  doing  so  would  be  equitable 
and  in  the  best  interests  of  the  taxpayer  and  the  Government.  For 
example,  if  the  IRS  enters  into  an  installment  agreement  and,  in 
contradiction  to  the  terms  of  the  installment  agreement,  the  IRS 
levies  on  the  taxpayer's  property,  the  IRS  is  prohibited  from  re- 
turning the  property  to  the  taxpayer. 

Explanation  of  Provision 

The  bill  allows  the  IRS  to  return  property  (including  money  de- 
posited in  the  Treasury)  that  has  been  levied  upon  if  the  Secretary 
determines  that  (1)  the  levy  was  premature  or  otherwise  not  in  ac- 
cordance with  the  administrative  procedures  of  the  IRS,  (2)  the  tax- 
payer has  entered  into  an  installment  agreement  to  satisfy  the  tax 
liability,  (3)  the  return  of  the  property  will  facilitate  collection  of 
the  tax  liability,  or  (4)  the  return  of  the  property  would  be  in  the 
best  interests  of  the  taxpayer  and  the  United  States  (with  the  con- 
sent of  the  taxpayer  or  the  Taxpayer  Advocate). 

Effective  Date 

The  provision  is  effective  on  the  date  of  enactment. 

Hi.  Modifications  in  certain  levy  exemption  amounts 

Present  Law 

Property  exempt  from  levy  includes  personal  property  with  a 
value  of  up  to  $1,650,  and  books  and  tools  necessary  for  the  taxpay- 
er's trade,  business,  or  profession  with  a  value  of  up  to  $1,100. 

Reasons  for  Change 

The  committee  believes  that  these  amounts  should  be  indexed  for 
inflation. 

Explanation  of  Provision 

The  bill  increases  the  exemption  amounts  to  $1,700  for  personal 
property  and  $1,200  for  books  and  tools.  Both  these  amounts  are  in- 
dexed for  inflation  commencing  with  calendar  year  1994. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 
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2.  Offers-in-Compromise  (Sec.  5402  of  the  Bill  and  Sec.  7122  of  the 

Code) 

Present  Law 

The  IRS  has  the  authority  to  settle  a  tax  debt  pursuant  to  an 
offer-in-compromise.  IRS  regulations  provide  that  such  offers  can 
be  accepted  if:  the  taxpayer  is  unable  to  pay  the  full  amount  of  the 
tax  liability  and  it  is  doubtful  that  the  tax,  interest,  and  penalties 
can  be  collected  or  there  is  doubt  as  to  the  validity  of  the  actual 
tax  liability.  Amounts  over  $500  can  only  be  accepted  if  the  reasons 
for  the  acceptance  are  documented  in  detail  and  supported  by  an 
opinion  of  the  IRS  Chief  Counsel. 

Reasons  for  Change 

Because  of  the  requirements  for  accepting  offers-in-compromise, 
IRS  employees  may  classify  accounts  as  currently-not-collectable, 
rather  than  accept  part  payment  through  an  offer-in-compromise. 
The  committee  believes  that  an  expanded  offer-in-compromise  pro- 
gram would  benefit  taxpayers  by  making  it  possible  to  liquidate  a 
debt  with  the  Government  more  rapidly. 

Explanation  of  Provision 

The  bill  allows  acceptance  of  an  offer-in-compromise  where  the 
compromise  would  be  in  the  best  interest  of  the  Government.  The 
bill  also  increases  from  $500  to  $50,000  the  amount  requiring  a 
written  opinion  from  the  Office  of  Chief  Counsel.  Compromises 
below  the  $50,000  threshold  must  be  subject  to  continuing  quality 
review  by  the  IRS. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

3.  Notification  of  Examination  (Sec.  5403  of  the  Bill  and  Sec.  7605 

of  the  Code) 

Present  Law 

In  general,  the  IRS  notifies  taxpayers  in  writing  prior  to  com- 
mencing an  examination  and  encloses  a  copy  of  Publication  1, 
"Your  Rights  as  a  Taxpayer,"  with  the  notice.  Sometimes,  however, 
the  IRS  uses  the  telephone  to  schedule  an  examination. 

Reasons  for  Change 

The  committee  believes  that  taxpayers  should  always  receive 
written  notice  of  an  examination. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  notify  a  taxpayer  in  writing  prior  to 
commencing  an  examination  and  to  provide  the  taxpayer  with  an 
explanation  of  the  examination  process  prior  to  commencing  the 
examination.  The  bill  exempts  from  this  requirement  any  examina- 
tion with  respect  to  which  the  Secretary  determines  (1)  that  it  is  m 
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connection  with  a  criminal  investigation,  (2)  that  the  collection  of 
the  tax  is  in  jeopardy,  (3)  that  the  requirements  are  inconsistent 
with  national  security  needs,  or  (4)  that  the  requirements  would 
interfere  with  the  effective  conduct  of  a  confidential  law  enforce- 
ment or  foreign  counterintelligence  activity.  This  provision  does 
not  preclude  the  IRS  from  using  the  telephone  to  attempt  to  sched- 
ule an  examination,  so  long  as  the  written  notice  required  by  this 
provision  is  given. 

Effective  Date 
The  bill  is  effective  on  the  date  of  enactment. 

4.  Modification  of  Certain  Limits  on  Recovery  of  Civil  Damages  for 
Unauthorized  Collection  Activities  (Sec.  5404  of  the  Bill  and  Sec. 
7433  of  the  Code) 

Present  Law 

A  taxpayer  may  sue  the  United  States  for  up  to  $100,000  of  dam- 
ages caused  by  an  officer  or  employee  of  the  IRS  who  recklessly  or 
intentionally  disregards  provisions  of  the  Internal  Revenue  Code  or 
the  Treasury  regulations  promulgated  thereunder. 

Reasons  for  Change 

The  committee  believes  that  the  cap  for  damages  caused  by  IRS 
employees  should  be  raised. 

Explanation  of  Provision 

The  bill  increases  the  cap  to  $1  million  with  respect  to  reckless 
or  intentional  acts. 

Effective  Date 

The  provision  applies  to  actions  by  IRS  employees  that  occur 
after  the  date  of  enactment. 

5.  Designated  Summons  (Sec.  5405  of  the  Bill  and  Sec.  6503(k)  of 

the  Code) 

Present  Law 

The  period  for  assessment  of  additional  tax  with  respect  to  most 
tax  returns,  corporate  or  otherwise,  is  three  years.  The  IRS  and  the 
taxpayer  can  together  agree  to  extend  the  period,  either  for  a  speci- 
fied period  of  time  or  indefinitely.  The  taxpayer  may  terminate  an 
indefinite  agreement  to  extend  the  period  by  providing  notice  to 
the  IRS. 

During  an  audit,  the  IRS  may  informally  request  that  the  tax- 
payer provide  additional  information  necessary  to  arrive  at  a  fair 
and  accurate  audit  adjustment,  if  any  adjustment  is  warranted. 
Not  all  taxpayers  cooperate  by  providing  the  requested  information 
on  a  timely  basis.  In  some  cases  the  IRS  seeks  information  by  issu- 
ing an  administrative  summons.  Such  a  summons  will  not  be  judi- 
cially enforced  unless  the  Government  (as  a  practical  matter,  the 
Department  of  Justice)  seeks  and  obtains  an  order  for  enforcement 
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in  Federal  court.  In  addition,  a  taxpayer  may  petition  the  court  to 
quash  an  administrative  summons  where  this  is  permitted  by  stat- 
ute.1 

In  certain  cases  the  running  of  the  assessment  period  is  suspend- 
ed during  the  period  when  the  parties  are  in  court  to  obtain  or 
avoid  judicial  enforcement  of  an  administrative  summons.  Such  a 
suspension  is  provided  in  the  case  of  litigation  over  a  third-party 
summons  (sec.  7609(e))  or  litigation  over  a  summons  regarding  the 
examination  of  a  related  party  transaction.  Such  a  suspension  can 
also  occur  with  respect  to  a  corporate  tax  return  if  a  summons  is 
issued  at  least  60  days  before  the  day  on  which  the  assessment 
period  (as  extended)  is  scheduled  to  expire.  In  this  case,  suspension 
is  only  permitted  if  the  summons  clearly  states  that  it  is  a  ' 'desig- 
nated summons"  for  this  purpose.  Only  one  summons  may  be  treat- 
ed as  a  designated  summons  for  purposes  of  any  one  tax  return. 
The  limitations  period  is  suspended  during  the  judicial  enforce- 
ment period  of  the  designated  summons  and  of  any  other  summons 
relating  to  the  same  tax  return  that  is  issued  within  30  days  after 
the  designated  summons  is  issued. 

Under  current  internal  procedures  of  the  IRS,  no  designated 
summons  is  issued  unless  first  reviewed  by  the  Office  of  Chief 
Counsel  to  the  IRS,  including  review  by  an  IRS  Deputy  Regional 
Counsel  for  the  Region  in  which  the  examination  of  the  corpora- 
tion's return  is  being  conducted. 

Reasons  for  Change 

The  committee  recognizes  that  issuance  of  a  designated  summons 
is  a  serious  step  in  the  examination  of  a  tax  return,  given  the  fact 
that  litigation  over  the  summons  would  suspend  the  running  of  the 
period  for  assessing  additional  tax  against  the  taxpayer  under 
audit.  The  committee  is  informed  that,  in  recognition  of  the  seri- 
ousness of  such  a  step,  the  IRS  has  adopted  procedures  to  ensure 
high-level  IRS  review  before  any  such  summons  is  issued.  The  com- 
mittee believes  that  the  Code  should,  however,  mandate  review  in 
order  to  assure  that  careful  consideration  is  given  before  issuing 
such  a  summons. 

Under  the  designated  summons  rules,  summons  enforcement  liti- 
gation can  suspend  the  running  of  the  period  for  assessing  addi- 
tional tax  on  a  corporation,  even  though  the  summons  is  issued  to 
a  person  other  than  that  corporation.  The  committee  believes  that 
the  corporation  should  receive  prompt  written  notice  of  the  issu- 
ance of  such  a  summons. 

Explanation  of  Provision 

The  bill  requires  that  issuance  of  any  designated  summons  with 
respect  to  a  corporation's  tax  return  must  be  preceded  by  review  of 
such  issuance  by  the  Regional  Counsel,  Office  of  Chief  Counsel  to 
the  IRS,  for  the  Region  in  which  the  examination  of  the  corpora- 
tion's return  is  being  conducted. 


1  Petitions  to  quash  are  permitted,  for  example,  in  connection  with  the  examination  of  certain 
related  party  transactions  under  section  6038A(eX4),  and  in  the  case  of  certain  third-party  sum- 
monses under  section  7609(hX2). 
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In  addition,  the  bill  requires  that  the  corporation  whose  return  is 
in  issue  be  promptly  notified  in  writing  in  any  case  where  the  Sec- 
retary issues  a  designated  summons  (or  another  summons,  the  liti- 
gation over  which  suspends  the  running  of  the  assessment  period 
under  the  designated  summons  procedure)  to  a  third  party.  It  is  ex- 
pected that  the  IRS  generally  will  meet  this  requirement  by  issuing 
such  notice  on  the  same  day  that  it  issues  such  summons,  and  by 
transmitting  such  notice  to  the  corporation  in  a  manner  reasonably 
designed  to  bring  it  to  the  prompt  attention  of  an  agent  of  the  cor- 
poration responsible  for  communicating  with  the  IRS  in  connection 
with  the  examination. 

The  committee  does  not  intend  the  notice  requirement  to  imply 
that  any  summons  issued  to  an  unrelated  third  party,  the  purpose 
of  which  is  to  obtain  information  regarding  comparable  transac- 
tions involving  unrelated  parties,  would  require  disclosure  to  the 
taxpayer  of  any  information  relating  to  the  unrelated  third  party 
that  would  otherwise  remain  confidential  under  any  other  provi- 
sion of  the  law. 

Effective  Date 

The  provision  applies  to  summonses  issued  after  date  of  enact- 
ment. 
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Subtitle  F.  Information  Returns 

1.  Phone  Numbers  of  Person  Providing  Payee  Statement  Required 
to  be  Shown  on  Such  Statement  (Sec.  5501  of  the  Bill  and  Sees. 
6041,  6041A,  6042,  6044,  6045,  6049,  6050B,  6050H,  60501,  6050J, 
6050K  and  6050N  of  the  Code) 

Present  Law 

Information  returns  must  contain  the  name  and  address  of  the 
payor. 

Reasons  for  Change 

Taxpayers  often  need  to  contact  payors  issuing  information  re- 
turns in  order  to  resolve  questions  about  the  accuracy  of  the  infor- 
mation provided  to  the  IRS.  Currently,  payors  are  only  required  to 
provide  their  names  and  addresses  on  information  returns.  As  a 
result,  taxpayers  may  have  difficulty  in  contacting  the  payor  and 
resolving  questions  quickly. 

Explanation  of  Provision 

The  bill  requires  that  information  returns  contain  the  name,  ad- 
dress, and  phone  number  of  the  payor's  information  contact. 

Effective  Date 

The  provision  applies  to  statements  required  to  be  furnished 
after  December  31,  1992  (determined  without  regard  to  any  exten- 
sion). 

2.  Civil  Damages  for  Fraudulent  Filing  of  Information  Returns 
(Sec.  5502  of  the  Bill  and  New  Sec.  7434  of  the  Code) 

Present  Law 

Federal  law  provides  no  private  cause  of  action  to  a  taxpayer 
who  is  injured  because  a  false  or  fraudulent  information  return  has 
been  filed  with  the  IRS  asserting  that  payments  have  been  made  to 
the  taxpayer. 

Reasons  for  Change 

Some  taxpayers  may  suffer  significant  personal  loss  and  incon- 
venience as  the  result  of  the  IRS  receiving  fraudulent  information 
returns,  which  have  been  filed  by  persons  intent  on  either  defraud- 
ing the  IRS  or  harassing  taxpayers. 

Explanation  of  Provision 

The  bill  provides  that,  if  any  person  willfully  files  a  false  or 
fraudulent  information  return  with  respect  to  payments  purported 
to  have  been  made  to  another  person,  the  other  person  may  bring  a 
civil  action  for  damages  against  the  person  filing  that  return.  Re- 
coverable damages  are  the  greater  of  $5,000  or  the  amount  of 
actual  damages  (including  the  costs  of  the  action).  An  action  seek- 
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ing  damages  under  this  provision  must  be  brought  within  six  years 
after  the  filing  of  the  false  or  fraudulent  information  return. 

Effective  Date 

The  provision  applies  to  false  or  fraudulent  information  returns 
filed  after  the  date  of  enactment. 

3.  Requirement  to  Verify  Accuracy  of  Information  Returns  (Sec. 
5503  of  the  Bill  and  Sec.  6201  of  the  Code) 

Present  Law 

Deficiencies  determined  by  the  IRS  are  generally  afforded  a  pre- 
sumption of  correctness. 

Reasons  for  Change 

Taxpayers  may  encounter  difficulties  when  a  payor  issues  an  er- 
roneous information  return  and  refuses  to  correct  the  information 
and  report  the  change  to  the  IRS. 

Explanation  of  Provision 

The  bill  provides  that,  in  any  court  proceeding,  if  a  taxpayer  as- 
serts a  reasonable  dispute  with  respect  to  any  item  of  income  re- 
ported on  an  information  return  filed  by  a  third  party  and  the  tax- 
payer has  fully  cooperated  with  the  IRS,  the  Government  must,  in 
presenting  evidence  of  the  deficiency  based  on  the  information 
return,  present  reasonable  evidence  of  the  deficiency  (in  addition  to 
the  information  return  itself).  One  way  in  which  the  taxpayer  must 
cooperate  with  the  IRS  is  to  bring  the  reasonable  dispute  over  the 
item  of  income  to  the  attention  of  the  IRS  at  the  earliest  possible 
time. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

Subtitle  G.  Modifications  To  Penalty  For  Failure  to  Collect 
and  Pay  Over  Tax 

1.  Preliminary  Notice  Requirements  (Sec.  5601  of  the  Bill  and  Sec. 

6672  of  the  Code) 

Present  Law 

A  ' 'responsible  person' '  is  subject  to  a  penalty  equal  to  the 
amount  of  trust  fund  taxes  that  are  not  collected  or  paid  to  the 
government  on  a  timely  basis.  An  individual  the  IRS  has  identified 
as  a  responsible  person  is  permitted  an  administrative  appeal  on 
the  question  of  responsibility. 

Reasons  for  Change 

Some  employees  may  not  be  fully  aware  of  their  personal  liabil- 
ity under  section  6672  for  the  failure  to  pay  over  trust  fund  taxes. 
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The  committee  believes  that  IRS  could  take  additional  efforts  to 
assist  the  public  in  understanding  its  responsibilities. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  issue  a  notice  to  an  individual  the 
IRS  had  determined  to  be  a  responsible  person  with  respect  to 
unpaid  trust  fund  taxes  at  least  60  days  prior  to  issuing  a  notice 
and  demand  for  the  penalty.  The  statute  of  limitations  shall  not 
expire  before  the  date  60  days  after  the  date  on  which  the  notice 
was  mailed.  The  provision  does  not  apply  if  the  Secretary  finds 
that  the  collection  of  the  penalty  is  in  jeopardy. 

Effective  Date 

The  provision  applies  to  failures  occurring  after  the  date  of  en- 
actment. 

2.  No  Penalty  if  Prompt  Notification  of  IRS  (Sec.  5602  of  the  Bill 
and  Sec.  6672  of  the  Code) 

Present  Law 

A  responsible  person  may  be  subject  to  a  penalty  equal  to  100 
percent  of  the  amount  of  trust  fund  taxes  that  are  not  collected 
and  paid  to  the  Government  on  a  timely  basis. 

Reasons  for  Change 

Individuals  have  been  held  liable  for  this  penalty  even  after  they 
have  brought  their  employer's  failure  to  pay  to  the  attention  of  the 
IRS. 

Explanation  of  Provision 

The  bill  provides  that  a  responsible  person  who  notifies  the  IRS 
within  10  days  of  the  failure  to  pay  over  trust  fund  taxes  to  the 
Government  is  not  liable  for  this  penalty,  so  long  as  the  notifica- 
tion is  made  prior  to  the  IRS's  contacting  the  business  about  the 
failure  to  pay  over  the  taxes,  and  provided  that  the  person  is  not  a 
significant  owner  (of  a  5-percent  or  more  interest)  or  a  highly  com- 
pensated employee  (with  compensation  in  excess  of  $75,000). 

Effective  Date 

The  provision  applies  in  the  case  of  failures  to  collect  and  pay 
over  tax  that  occur  after  the  date  of  enactment. 

3.  Disclosure  of  Certain  Information  Where  More  Than  One  Person 
Subject  to  Penalty  (Sec.  5603  of  the  Bill  and  Sec.  6103(e)  of  the 
Code) 

Present  Law 

The  IRS  may  not  disclose  to  a  responsible  person  the  IRS's  ef- 
forts to  collect  unpaid  trust  fund  taxes  from  other  responsible  per- 
sons, who  may  also  be  liable  for  the  same  tax  liability. 
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Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  permit  the  IRS 
to  disclose  to  a  responsible  person  whether  the  IRS  is  imposing  the 
penalty  on  any  other  responsible  person,  and  whether  the  IRS  has 
been  successful  in  collecting  the  penalty  against  such  a  person. 

Explanation  of  Provision 

The  bill  requires  the  IRS,  if  requested  in  writing  by  a  person  con- 
sidered by  the  IRS  to  be  a  responsible  person,  to  disclose  in  writing 
to  that  person  the  name  of  any  other  person  the  IRS  has  deter- 
mined to  be  a  responsible  person  with  respect  to  the  tax  liability. 
The  IRS  is  required  to  disclose  in  writing  whether  it  has  attempted 
to  collect  this  penalty  from  other  responsible  persons,  the  general 
nature  of  those  collection  activities,  and  the  amount  (if  any)  collect- 
ed. Failure  by  the  IRS  to  follow  this  provision  does  not  absolve  any 
individual  for  any  liability  for  this  penalty. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

4.  Penalties  Relating  to  Failure  to  Collect  and  Pay  Over  Tax  (Sec. 
5604  of  the  Bill  and  Sec.  6672  of  the  Code) 

i.  Public  information  requirements 

Present  Law 

Under  section  6672,  a  "responsible  person"  is  subject  to  a  penalty 
equal  to  the  amount  of  trust  fund  taxes  that  are  not  collected  and 
paid  to  the  Government  on  a  timely  basis. 

Reasons  for  Change 

Some  employees  may  not  be  fully  aware  of  their  personal  liabil- 
ity under  section  6672  for  the  failure  to  pay  over  trust  fund  taxes. 
The  committee  believes  that  IRS  could  take  additional  efforts  to 
assist  the  public  in  understanding  its  responsibilities. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  print  warnings  on  payroll  tax  deposit 
coupon  books  and  appropriate  tax  returns  indicating  that  certain 
employees  may  be  liable  for  this  penalty,  and  to  develop  a  special 
information  packet  relating  to  this  penalty. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

ii.  Board  members  of  tax-exempt  organizations 

Present  Law 

Under  section  6672,  "responsible  persons"  of  tax-exempt  organi- 
zations are  subject  to  a  penalty  equal  to  the  amount  of  trust  fund 
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taxes  that  are  not  collected  and  paid  to  the  Government  on  a 
timely  basis. 

Reasons  for  Change 

Individuals  who  serve  on  the  boards  of  tax-exempt  organizations, 
on  a  voluntary  or  honorary  basis,  are  often  concerned  that  they 
will  be  held  liable  for  unpaid  taxes  of  the  organization  as  a  respon- 
sible person,  even  though  their  service  may  be  strictly  voluntary  in 
nature,  and  they  may  not  be  involved  in  the  day-to-day  operations 
and  financial  decisions  of  the  organization.  The  committee  believes 
that  the  IRS  has  not  made  adequate  efforts  to  clarify  the  rules  ap- 
plicable to  tax-exempt  organizations. 

Explanation  of  Provision 

The  bill  clarifies  that  the  section  6672  responsible  person  penalty 
is  not  to  be  imposed  on  volunteer,  unpaid  members  of  any  board  of 
trustees  or  directors  of  a  tax-exempt  organization  to  the  extent 
such  members  are  solely  serving  in  an  honorary  capacity  and  do 
not  participate  in  the  day-to-day  or  financial  activities  of  the  orga- 
nization. The  bill  requires  the  IRS  to  develop  materials  to  better 
inform  board  members  of  tax-exempt  organizations  (including  vol- 
untary or  honorary  members)  that  they  may  be  treated  as  responsi- 
ble persons.  The  IRS  is  required  to  make  such  materials  routinely 
available  to  tax-exempt  organizations.  The  bill  also  requires  the 
IRS  to  clarify  its  instructions  to  IRS  employees  on  application  of 
the  responsible  person  penalty  with  regard  to  honorary  or  volun- 
teer members  of  boards  of  trustees  or  directors  of  tax-exempt  orga- 
nizations. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 
Hi.  Prompt  notification 

Present  Law 

The  IRS  is  not  required  to  notify  promptly  taxpayers  who  fall 
behind  in  depositing  trust  fund  taxes. 

Reasons  for  Change 

The  IRS  may  take  from  six  months  to  two  years  before  making 
an  initial  contact  with  taxpayers  who  have  fallen  behind  in  their 
trust  fund  tax  deposits,  and  additional  months  or  years  before  the 
IRS  takes  direct  enforcement  action.  During  this  period,  the  tax  li- 
abilities and  related  interest  and  penalties  can  increase  significant- 
ly and  collection  becomes  more  difficult.  Individuals  often  find  out 
many  years  later,  when  the  amount  of  tax  due  is  large,  that  the 
IRS  has  determined  that  they  are  liable  for  the  entire  tax  liability 
as  a  responsible  person.  Early  notice  of  such  failures  could  permit 
more  rapid  correction  of  the  failure  to  make  correct  deposits. 
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Explanation  of  Provision 

The  bill  requires  the  IRS,  to  the  maximum  extent  practicable,  to 
notify  all  taxpayers  with  delinquent  trust  fund  deposits  within  30 
days  of  the  first  indication  that  there  has  been  a  failure  to  make  a 
timely  and  complete  deposit.  Failure  to  provide  this  notice  does  not 
absolve  any  individual  from  any  liability  for  this  penalty. 

Effective  Date 

The  provision  is  effective  on  the  date  of  enactment. 

Subtitle  H.  Awarding  of  Costs  And  Certain  Fees 

1.  Motion  for  Disclosure  of  Information  (Sec.  5701  of  the  Bill  and 
Sec.  7430  of  the  Code) 

Present  Law 

A  taxpayer  that  successfully  challenges  a  determination  of  defi- 
ciency by  the  IRS  may  recover  attorneys'  fees  and  other  adminis- 
trative and  litigation  costs  if  the  taxpayer  qualifies  as  a  "prevailing 
party."  A  taxpayer  qualifies  as  a  prevailing  party  if  it  (1)  estab- 
lishes that  the  position  of  the  United  States  was  not  substantially 
justified;  (2)  substantially  prevails  with  respect  to  the  amount  in 
controversy  or  with  respect  to  the  most  significant  issue  or  set  of 
issues  presented;  and  (3)  meets  certain  net  worth  and  (if  the  tax- 
payer is  a  business)  size  requirements. 

Reasons  for  Change 

The  committee  believes  that  taxpayers  should  receive  assistance 
from  the  IRS  in  determining  whether  the  position  of  the  IRS  was 
substantially  justified. 

Explanation  of  Provision 

The  bill  provides  that  once  a  taxpayer  has  substantially  pre- 
vailed, the  taxpayer  may  file  a  motion  for  an  order  requiring  the 
disclosure  (within  a  specified  period)  of  all  information  and  copies 
of  relevant  records  in  the  possession  of  the  IRS  with  respect  to  the 
taxpayer's  case  and  the  substantial  justification  for  the  position 
taken  by  the  IRS.  Disclosure  under  this  provision  is  subject  to  the 
confidentiality  restrictions  of  section  6103.  Relevant  records  must 
be  disclosed  as  quickly  as  practicable.  The  provision  does  not  re- 
quire the  disclosure  of  privileged  or  otherwise  non-disclosable  infor- 
mation. 

Effective  Date 

The  provision  is  effective  for  notices  made  and  proceedings  com- 
menced after  the  date  of  enactment. 
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2.  Increased  Limit  on  Attorney  Fees  (Sec.  5702  of  the  Bill  and  Sec 

7430  of  the  Code) 

Present  Law 

Attorneys'  fees  recoverable  by  prevailing  parties  as  litigation  or 
administrative  costs  are  limited  to  a  maximum  of  $75  per  hour. 

Reasons  for  Change 

The  committee  believes  that  these  amounts  should  be  raised  and 
indexed  for  inflation. 

Explanation  of  Provision 

The  bill  raises  the  statutory  rate  to  $110  per  hour,  indexed  for 
inflation  beginning  after  1992. 

Effective  Date 

The  provision  applies  to  notices  made  and  proceedings  com- 
menced after  the  date  of  enactment. 

3.  Failure  to  Agree  to  Extension  Not  Taken  Into  Account  (Sec.  5703 
of  the  Bill  and  Sec.  7430  of  the  Code) 

Present  Law 

To  qualify  for  an  award  of  attorney's  fees,  the  taxpayer  must 
have  exhausted  the  administrative  remedies  available  within  the 
IRS. 

Reasons  for  Change 

The  IRS  has  taken  the  position  in  regulations  that  attorney's 
fees  cannot  be  awarded  if  the  taxpayer  has  not  agreed  to  extend 
the  statute  of  limitations.  In  Minahan  v.  Commissioner,  88  T.C.  492 
(1987),  the  Tax  Court  held  that  regulation  invalid  insofar  as  it  pro- 
vides that  a  taxpayer's  refusal  to  consent  to  extend  the  statute  of 
limitations  is  to  be  taken  into  account  in  determining  whether  the 
taxpayer  has  exhausted  administrative  remedies  available  to  the 
taxpayer. 

Explanation  of  Provision 

The  bill  provides  that  any  failure  to  agree  to  an  extension  of  the 
statute  of  limitations  cannot  be  taken  into  account  for  purposes  of 
determining  whether  a  taxpayer  has  exhausted  the  administrative 
remedies  for  purposes  of  determining  eligibility  for  an  award  of  at- 
torney's fees. 

Effective  Date 

The  provision  applies  to  proceedings  commenced  after  the  date  of 
enactment. 
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4.  IRS  Employees  Personally  Liable  in  Certain  Cases  (Sec.  5704  of 
the  Bill  and  Sec.  7430  of  the  Code) 

Present  Law 

IRS  employees  are  not  personally  liable  for  the  payment  of  any 
litigation  costs  under  section  7430. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  that,  if  tax  litiga- 
tion is  the  result  of  arbitrary,  capricious,  or  malicious  actions  of  an 
IRS  employee,  that  employee  should  be  subject  to  sanctions. 

Explanation  of  Provision 

The  bill  gives  discretion  to  the  court  in  tax  cases  to  assess  all  or 
a  portion  of  any  award  under  section  7430  against  an  IRS  employ- 
ee, if  the  court  determines  that  the  proceeding  resulted  from  any 
arbitrary,  capricious,  or  malicious  act  of  the  employee. 

The  bill  also  permits  the  Government  to  provide  legal  represen- 
tation to  an  IRS  employee  accused  of  arbitrary,  capricious,  or  mali- 
cious action.  If  the  court  ultimately  determines  that  the  IRS  em- 
ployee acted  arbitrarily,  capriciously,  or  maliciously,  and  the  court 
assesses  all  or  a  portion  of  an  award  under  section  7430  against 
the  IRS  employee,  the  IRS  employee  is  required  to  reimburse  the 
Government  for  the  costs  of  the  legal  representation  (in  addition  to 
paying  the  amount  assessed  by  the  court). 

Effective  Date 

The  provision  applies  to  proceedings  commenced  after  the  date  of 
enactment. 
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Subtitle  I.  Other  Provisions 

1.  Required  Content  of  Certain  Notices  (Sec.  5801  of  the  Bill  and 
Sec.  7522  of  the  Code) 

Present  Law 

The  Code  requires  the  IRS  to  describe  the  basis  for  and  identify 
the  amounts  of  tax  due,  interest,  penalties,  and  any  other  addition- 
al amounts  owed  in  the  notice  of  deficiency  sent  to  taxpayers. 

Reasons  for  Change 

If  the  IRS  cannot  associate  a  taxpayer's  payment  with  a  balance 
due,  the  IRS  generally  deposits  the  money  and  may  not  inform  the 
taxpayer  of  the  overpayment.  For  example,  a  check  that  is  separat- 
ed from  a  balance-due  income  tax  return,  which  is  subsequently 
lost,  may  not  get  credited  to  that  taxpayer's  account. 

Explanation  of  Provision 

The  provision  requires  that  the  IRS  set  forth  the  components  of 
and  explanation  for  each  specific  adjustment  that  is  the  basis  for 
the  total  tax  deficiency.  An  inadequate  description  does  not  invali- 
date the  notice. 

Effective  Date 

The  provision  applies  to  notices  sent  after  the  date  six  months 
after  the  date  of  enactment. 

2.  Treatment  of  Substitute  Returns  for  Purposes  of  the  Penalty  for 
Failure  to  Pay  Taxes  (Sec.  5802  of  the  Bill  and  Sec.  6651  of  the 
Code) 

Present  Law 

Section  6651(a)(2)  provides  that  the  IRS  may  assess  a  penalty  for 
failure  to  pay  tax  from  the  due  date  of  the  return  until  the  tax  is 
paid.  If  no  return  is  filed  by  the  taxpayer  and  the  IRS  files  a  substi- 
tute return  under  section  6020,  the  tax  on  which  the  penalty  is 
measured  is  considered  a  deficiency  assessable  under  section  6212 
or  6213,  and  the  failure  to  pay  penalty  begins  to  accumulate  ten 
days  after  the  IRS  sends  the  taxpayer  a  notice  and  demand  for  pay- 
ment of  the  tax. 

Reasons  for  Change 

Under  the  current  penalty  system,  there  is  an  inequity  between 
voluntarily-filed  delinquent  returns  and  substitute  returns.  Taxpay- 
ers who  file  delinquent  returns  must  pay  a  failure  to  file  penalty 
from  the  due  date  of  the  return,  whereas  the  taxpayer  who  forces 
the  IRS  to  utilize  a  substitute  return  is  not  assessed  the  penalty 
until  billed  by  the  IRS. 
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Explanation  of  Provision 

The  bill  applies  the  failure  to  file  penalty  to  substitute  returns  in 
the  same  manner  as  the  penalty  applies  to  delinquent  filers. 

Effective  Date 

The  provision  applies  in  the  case  of  any  return  the  due  date  for 
which  (determined  without  regard  to  extensions)  is  after  the  date  of 
enactment. 

3.  Relief  From  Retroactive  Application  of  Treasury  Department 
Regulations  (Sec.  5803  of  the  Bill  and  Sec.  7805  of  the  Code) 

Present  Law 

Treasury  may  prescribe  the  extent  (if  any)  to  which  regulations 
shall  be  applied  without  retroactive  effect. 

Reasons  for  Change 

The  committee  believes  that  it  is  generally  inappropriate  for 
Treasury  to  issue  retroactive  regulations. 

Explanation  of  Provision 

Temporary  and  proposed  regulations  are  required  to  have  an  ef- 
fective date  no  earlier  than  the  date  of  publication  in  the  Federal 
Register.  This  provision  may  be  superseded  by  a  legislative  grant 
authorizing  the  Treasury  to  prescribe  the  effective  date  with  re- 
spect to  a  statutory  provision.  The  Treasury  may  issue  retroactive 
temporary  or  proposed  regulations  to  prevent  abuse  of  the  statute. 
The  Treasury  may  also  issue  retroactive  temporary,  proposed,  or 
final  regulations  to  correct  a  procedural  defect  in  the  issuance  of  a 
regulation.  The  Treasury  may  provide  that  taxpayers  may  elect  to 
apply  a  temporary  or  proposed  regulation  retroactively  from  the 
date  of  publication  of  the  regulation.  Final  regulations  may  take 
effect  from  the  date  of  publication  of  the  temporary  or  proposed 
regulation  to  which  they  relate.  The  bill  does  not  apply  to  regula- 
tions prescribed  under  Code  section  986(a)(1)(C)  or  986(a)(4)  (as 
amended  by  the  bill). 

There  may  be  additional  instances  in  which  retroactive  applica- 
tion of  Treasury  regulations  has  created  undue  hardship.  The  bill 
does  not  preclude  the  Congress  from  both  examining  these  cases 
and  providing  any  appropriate  relief  in  the  future. 

Effective  Date 

The  provision  applies  with  respect  to  any  temporary  or  proposed 
regulation  published  on  or  after  February  20,  1992,  and  any  tempo- 
rary or  proposed  regulation  published  before  February  20,  1992, 
and  published  as  a  final  regulation  after  that  date. 
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4.  Required  Notice  to  Taxpayers  of  Certain  Payments  (Sec.  5804  of 

the  Bill) 

Present  Law 

If  the  IRS  receives  a  payment  without  sufficient  information  to 
properly  credit  it  to  a  taxpayer's  account,  the  IRS  may  attempt  to 
contact  the  taxpayer.  If  contact  cannot  be  made,  the  IRS  places  the 
payment  in  an  unidentified  remittance  file. 

Reasons  for  Change 

If  the  IRS  cannot  associate  a  taxpayer's  payment  with  a  balance 
due,  the  IRS  generally  deposits  the  money  and  may  not  inform  the 
taxpayer  of  the  overpayment.  For  example,  a  check  that  is  separat- 
ed from  a  balance-due  income  tax  return,  which  is  subsequently 
lost,  may  not  get  credited  to  that  taxpayer's  account. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  make  reasonable  efforts  to  notify, 
within  60  days,  those  taxpayers  who  have  made  payments  which 
the  IRS  cannot  associate  with  any  outstanding  tax  liability. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

5.  Unauthorized  Enticement  of  Information  Disclosure  (Sec.  5805  of 
the  Bill  and  New  Sec.  7524  of  the  Code) 

Present  Law 

There  is  no  statutory  disincentive  for  enticing  a  tax  professional 
to  disclose  information  about  clients  in  exchange  for  forgiving  the 
taxes  of  the  professional. 

Reasons  for  Change 

The  committee  believes  that  enticement  of  this  nature  is  inap- 
propriate. 

Explanation  of  Provision 

The  bill  provides  that,  if  a  Government  employee  willfully  defers 
or  offers  to  defer  (or  willfully  forgives  or  offers  to  forgive)  the  deter- 
mination or  collection  of  any  tax  due  to  a  tax  professional  in  ex- 
change for  information  concerning  the  professional's  clients,  the  in- 
formation so  obtained  may  not  be  utilized  in  any  manner  in  deter- 
mining the  tax  liability  of  the  client. 

Effective  Date 

The  provision  applies  to  actions  taken  after  the  date  of  enact- 
ment. 
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Subtitle  J.  Form  Modifications;  Studies 

PART  I — FORM  MODIFICATIONS 

1.  Explanation  of  Certain  Provisions  (Sec.  5901  of  the  Bill) 
Present  Law 

Section  6159  authorizes  the  IRS  to  enter  into  written  installment 
agreements  with  any  taxpayer.  Section  7122  authorizes  the  IRS  to 
accept  offers  in  compromise  from  taxpayers  in  certain  situations. 
Section  6161  authorizes  the  IRS  to  extend  the  time  for  payment  of 
tax. 

Reasons  for  Change 

Some  taxpayers  may  not  have  the  ability  to  pay  their  tax  liabil- 
ity when  it  is  due.  The  Code  provides  several  alternatives  to  tax- 
payers in  this  situation,  including  installment  agreements,  offers  in 
compromise,  and  extensions  of  time  for  the  payment  of  taxes. 
These  options  are  available  to  the  taxpayer  at  the  discretion  of  the 
IRS.  The  committee  believes  that  taxpayers  are  entitled  to  be  ad- 
vised of  the  relief  potentially  available  to  them,  and  to  apply  for 
that  relief  if  they  think  they  qualify  under  IRS  guidelines. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  take  such  actions  as  may  be  appro- 
priate (including  improved  publicity)  to  ensure  that  taxpayers  are 
aware  of  the  availability  of  installment  agreements,  offers  in  com- 
promise, and  the  extension  of  time  to  pay  tax.  The  IRS  must  do  so 
in  both  the  income  tax  return  instructions  and  collection  notices. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

2.  Improved  Procedures  for  Notifying  IRS  of  Change  of  Address  or 
Name  (Sec.  5902  of  the  Bill) 

Present  Law 

Generally,  the  IRS  posts  the  new  address  of  a  taxpayer  only 
upon  the  filing  of  the  subsequent  tax  return  which  contains  a  new 
address  or  if  the  taxpayer  submits  a  Form  8822,  Change  of  Address, 
to  the  IRS. 

Reasons  for  Change 

Taxpayers  frequently  encounter  problems  with  the  IRS  as  a 
result  of  changing  their  addresses,  and  not  having  IRS  examination 
and  collection  correspondence  forwarded  to  their  new  address. 
Under  current  procedures,  the  IRS  does  not  routinely  update  all  of 
its  records  with  new  address  information.  The  IRS  has  a  form 
which  taxpayers  can  use  to  notify  the  IRS  of  their  new  address,  but 
this  form  is  seldom  utilized  by  individual  taxpayers.  Similar  prob- 
lems arise  with  a  taxpayer's  change  of  name  (due  to  events  such  as 
marriage  or  divorce). 
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Explanation  of  Provision 

The  bill  requires  the  IRS  to  provide  improved  procedures  for  tax- 
payers to  notify  the  IRS  of  changes  in  names  or  addresses.  In  addi- 
tion, the  bill  requires  that  the  IRS  institute  procedures  before  1993 
for  the  timely  updating  of  all  IRS  records  with  change  of  address 
information  provided  to  the  IRS  by  taxpayers. 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

3.  Rights  and  Responsibilities  of  Divorced  Individuals  (Sec.  5903  of 

the  Bill) 

Present  Law 

The  IRS  provides  information  on  the  rights  and  responsibilities 
of  divorced  individuals  in  Publication  504,  "Tax  Information  for  Di- 
vorced or  Separated  Individuals."  This  publication  is  not  as  widely 
utilized  as  Publication  1,  "Your  Rights  As  a  Taxpayer." 

Reasons  for  Change 

The  committee  believes  that  the  IRS  must  do  a  better  job  of  ad- 
vising divorced  taxpayers  of  their  responsibilities  and  rights  under 
the  Federal  tax  system. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  include  a  section  on  the  rights  and 
responsibilities  of  divorced  individuals  in  Publication  1,  "Your 
Rights  As  a  Taxpayer." 

Effective  Date 
The  provision  is  effective  on  the  date  of  enactment. 

PART  II — STUDIES 

1.  Pilot  Program  for  Appeal  of  Enforcement  Actions  (Sec.  5911  of 

the  Bill) 

Present  Law 

A  taxpayer  who  disagrees  with  an  IRS  collection  action  generally 
can  only  appeal  to  successively  higher  levels  of  management  in  the 
Collection  Division.  Certain  cases  involving  the  6672  penalty, 
offers-in-compromise,  and  employment  tax  issues  may,  however,  be 
appealed  to  the  Appeals  Division. 

Reason  for  Change 

Disputes  arise  relating  to  enforcement  decisions  involving  notices 
of  lien,  levies,  seizures,  and  decisions  not  to  grant  installment 
agreements.  These  disputes  often  arise  in  cases  where  the  taxpay- 
ers did  not  receive  actual  notice  of  the  deficiency,  often  due  to  di- 
vorce and/or  change  of  address. 
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Explanation  of  Provision 

The  bill  requires  the  IRS  to  establish  a  one-year  pilot  program  to 
evaluate  the  merits  of  allowing  an  independent  appeal,  by  the  tax- 
payer, to  the  Appeals  Division  of  enforcement  actions  (including 
lien,  levy,  and  seizure  actions)  where  the  deficiency  was  assessed 
without  the  actual  knowledge  of  the  taxpayer,  where  the  deficiency 
was  assessed  without  an  opportunity  for  administrative  appeal,  and 
in  other  appropriate  circumstances. 

Effective  Date 

The  IRS  is  required  to  report  to  the  tax-writing  committees  by 
December  31,  1992,  on  the  effectiveness  of  this  pilot  program. 

2.  Study  on  Taxpayers  With  Special  Needs  (Sec.  5912  of  the  Bill) 

Present  Law 

The  IRS  is  responsible  for  providing  timely  and  accurate  assist- 
ance to  taxpayers  who  want  to  comply  with  Federal  tax  laws. 

Reasons  for  Change 

Taxpayers  with  special  needs  may  experience  difficulty  in  com- 
plying with  the  requirements  of  the  tax  system.  For  example,  hear- 
ing-impaired taxpayers  may  have  difficulty  in  obtaining  tax  assist- 
ance from  the  IRS.  Elderly  taxpayers  may  have  difficulty  in  getting 
tax  assistance  concerning  the  tax  treatment  of  Social  Security  ben- 
efits. In  addition,  some  elderly  taxpayers  could  benefit  from  having 
tax  forms  and  instructions  printed  in  large-sized  print.  Non-English 
speaking  taxpayers  could  benefit  from  having  certain  work-sheets 
and  instructions  printed  in  their  primary  language. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  conduct  a  study  of  ways  to  assist  the 
elderly,  physically  impaired,  foreign-language  speaking,  and  other 
taxpayers  with  special  needs  to  comply  with  the  tax  laws. 

Effective  Date 

The  report  (and  any  recommendations)  must  be  submitted  to  the 
tax-writing  committees  by  December  31,  1992. 

3.  Reports  on  Taxpayer  Rights  Education  Program  (Sec.  5913  of  the 

Bill) 

Present  Law 

The  IRS  is  currently  conducting  a  program  to  educate  revenue 
officers  concerning  the  rights  of  taxpayers. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  for  the  Congress  to 
be  provided  the  additional  information  regarding  this  program. 
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Explanation  of  Provision 

The  bill  requires  the  IRS  to  report  to  the  tax-writing  Committees 
on  its  taxpayer  rights  education  program  for  its  officers  and  em- 
ployees, including  the  scope  and  content  of  the  program,  and  on 
the  effectiveness  of  the  program. 

Effective  Date 

The  report  on  the  scope  and  content  of  the  taxpayer-rights  educa- 
tion program  must  be  submitted  to  the  tax-writing  committees  by 
August  1,  1992,  and  the  report  on  the  effectiveness  of  the  program 
must  be  submitted  by  December  31,  1992. 

4.  Biennial  Reports  on  Misconduct  By  IRS  Employees  (Sec.  5914  of 

the  Bill) 

Present  Law 

As  mandated  by  the  Inspector  General  Act,  every  six  months  the 
Inspector  General  of  the  Department  of  the  Treasury  receives  in- 
formation from  the  IRS  for  the  Secretary  of  the  Treasury's  semian- 
nual report  to  Congress  on  employee  misconduct.  The  Inspector 
General  Act,  in  part,  requires  that  these  reports  include  summary 
information  and  descriptions  of  significant  investigative  activities 
and  a  summary  of  matters  referred  to  prosecuting  authorities  and 
the  prosecutions  and  convictions  that  have  resulted. 

Reasons  for  Change 

The  IRS  Inspection  Division  investigates  allegations  and  com- 
plaints by  taxpayers  about  misconduct  by  IRS  employees  that  are 
not  covered  by  the  Inspector  General  Act  and  reported  to  Congress. 
Further,  these  investigations  and  the  resulting  disciplinary  actions, 
if  any,  are  not  reported  to  the  public. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  report  to  the  tax-writing  committees 
every  two  years  on  all  cases  involving  complaints  about  IRS  em- 
ployee misconduct  and  on  the  disposition  of  those  complaints. 

Effective  Date 

The  first  report  must  be  submitted  during  December  1992. 
5.  Study  of  Notices  of  Deficiency  (Sec.  5915  of  the  Bill) 
Present  Law 

Under  section  6212,  the  IRS  is  required  to  send  a  notice  of  tax 
deficiency  to  taxpayers  by  registered  or  certified  mail. 

Reasons  for  Change 

In  spite  of  the  requirement  of  section  6212,  many  taxpayers  still 
do  not  receive  actual  notice  from  the  IRS  of  their  tax  deficiency. 
Generally,  if  a  registered  or  certified  letter  is  returned  to  the  IRS 
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by  the  Postal  Service  as  undeliverable,  the  IRS  continues  its  collec- 
tion efforts. 

Explanation  of  Provision 

The  bill  requires  the  GAO  to  study  the  effectiveness  of  current 
IRS  efforts  to  notify  taxpayers  with  regard  to  tax  deficiencies 
under  section  6212,  the  number  of  registered  or  certified  letters 
and  other  notices  returned  to  the  IRS  as  undeliverable,  any  follow- 
up  action  taken  by  the  IRS  to  locate  the  taxpayers,  the  effect  that 
failures  to  receive  actual  notice  have  on  taxpayers,  and  recommen- 
dations on  how  the  IRS  can  better  notify  taxpayers  of  tax  deficien- 
cies. 

Effective  Date 

The  report  and  recommendations  must  be  furnished  by  Decem- 
ber 31,  1992. 

6.  Notice  and  Form  Accuracy  Study  (Sec.  5916  of  the  Bill) 

Present  Law 

The  IRS  is  responsible  for  providing  accurate  and  instructive  no- 
tices, forms,  and  instructions  to  taxpayers  to  assist  them  in  comply- 
ing with  Federal  tax  laws. 

Reasons  for  Change 

Some  taxpayers  experience  difficulty  in  complying  with  the  re- 
quirements of  the  Federal  tax  system,  due  to  inaccurate  notices, 
forms,  and  instructions.  The  IRS  has  formed  various  working 
groups  to  improve  the  accuracy  of  its  communications  with  the 
public,  but  these  efforts  have  not  been  totally  successful. 

Explanation  of  Provision 

The  bill  requires  the  GAO  to  study  annually  the  accuracy  of  25 
of  the  most  commonly  used  IRS  forms,  notices,  and  publications.  In 
conducting  its  review,  the  GAO  is  to  seek  and  consider  the  com- 
ments of  organizations  representing  taxpayers,  employers,  and  tax 
professionals. 

Effective  Date 

The  initial  report  (and  any  recommendations)  must  be  submitted 
to  the  tax-writing  committees  by  December  31,  1992. 

7.  IRS  Employees'  Suggestions  Study  (Sec.  5917  of  the  Bill) 

Present  Law 

The  IRS  maintains  several  programs  to  encourage  and  reward 
employees  who  make  suggestions  for  improving  the  administration 
of  the  tax  system. 
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Reasons  for  Change 

Although  the  IRS  recognizes  and  pays  employees  for  the  value  of 
their  suggestions,  the  IRS  does  not  always  implement  their  recom- 
mendations. Worthwhile  ideas  for  lessening  the  burdens  on  taxpay- 
ers and  for  improving  tax  administration  may  be  neglected.  Prob- 
lems that  are  not  solved  may  lead  to  frustration  on  the  part  of  tax- 
payers and  IRS  employees. 

Explanation  of  Provision 

The  bill  requires  the  GAO  to  conduct  a  review  of  the  IRS  employ- 
ee suggestion  programs.  The  study  is  to  include  a  review  of  all  sug- 
gestions that  were  accepted  and  rewarded  by  the  IRS,  an  analysis 
as  to  how  many  of  these  suggestions  were  implemented,  and  why 
the  remaining  suggestions  were  not  implemented. 

Effective  Date 

The  report  (and  any  recommendations)  must  be  submitted  to  the 
tax-writing  committees  by  December  31,  1992. 

TITLE  VI.  TAX  TECHNICAL  CORRECTIONS 

Subtitle  A.  Revenue  Provisions 

I.  Technical  Corrections  to  the  Revenue  Reconciliation  Act  of  1990 

A.  INDIVIDUAL  INCOME  TAX  PROVISIONS 

1.  Minimum  Tax  Rate  on  Certain  Nonresident  Aliens  (Sec. 
6101(a)(2)  of  the  Bill,  Sec.  11102  of  the  1990  Act,  and  Sec.  897  of 
the  Code) 

Present  Law 

The  Revenue  Reconciliation  Act  of  1990  (the  "1990  Act")  in- 
creased the  alternative  minimum  tax  rate  on  individuals  from  21 
percent  to  24  percent. 

Explanation  of  Provision 

The  bill  conforms  the  rate  of  the  minimum  tax  on  the  U.S.  real 
property  gains  of  nonresident  aliens  to  the  24  percent  minimum 
tax  rate  enacted  in  the  1990  Act. 

2.  Tax  Rate  of  Personal  Holding  Companies  (Sec.  6101(a)(4)  of  the 
Bill,  Sec.  11101  of  the  1990  Act,  and  Sec.  541  of  the  Code) 

Present  Law 

A  corporation  that  is  treated  as  a  personal  holding  company  is 
subject,  in  addition  to  the  regular  corporate  tax,  to  a  28-percent  tax 
on  its  undistributed  personal  holding  company  income  for  the  tax- 
able year.  The  present-law  rate  of  28  percent  was  set  by  the  Tax 
Reform  Act  of  1986. 1  This  rate  reflected  the  maximum  rate  of  tax 
on  individuals  in  that  Act. 


1  See  P.L.  99-514,  sec.  104  (b)(8). 
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The  1990  Act  increased  the  maximum  rate  of  tax  on  individuals 
from  28  percent  to  31  percent  effective  for  taxable  years  beginning 
after  December  31,  1990. 

Explanation  of  Provision 

The  bill  provides  that  the  increase  in  the  individual  maximum 
tax  rate  to  31  percent  also  applies  to  the  personal  holding  company 
tax  rate,  effective  for  taxable  years  beginning  after  December  31, 
1990. 

3.  Definition  of  AGI  for  the  Earned  Income  Tax  Credit  and  the 
Supplemental  Earned  Income  Tax  Credit  for  Health  Insurance 
Premiums  (Sec.  6101(a)(5)  of  the  Bill,  Sec.  11111  of  the  1990  Act, 
and  Sec.  32  of  the  Code) 

Present  Law 

Under  present  law,  a  supplemental  earned  income  tax  credit 
(EITC)  is  available  to  certain  taxpayers  for  qualified  health  insur- 
ance expenses.  Qualified  health  insurance  expenses  for  which  the 
credit  is  available  are  amounts  paid  during  the  taxable  year  for 
health  insurance  coverage  that  includes  one  or  more  qualifying 
children.  These  expenses  include  only  those  expenses  relating  to 
the  cost  of  coverage  (i.e.,  premium  cost)  paid  with  after-tax  dollars. 
The  maximum  credit  is  $428  in  1991.  The  credit  is  phased  out  as 
adjusted  gross  income  (AGI)  (or  earned  income,  if  greater)  exceeds 
$11,250  in  1991.  Earned  income  amounts  taken  into  account  in 
computing  the  maximum  credit  and  the  beginning  point  of  the 
phase-out  range  are  indexed  for  inflation. 

The  calculation  of  this  supplemental  child  health  insurance 
credit  is  generally  the  same  as  the  calculation  of  the  basic  EITC. 
Thus,  the  same  eligibility  criteria  and  income  phase-in  and  phase- 
out  requirements  apply.  There  is  no  family  size  adjustment  with  re- 
spect to  the  health  insurance  credit. 

Present  law  provides  that  the  amount  of  expenses  taken  into  ac- 
count in  determining  the  deduction  for  health  insurance  costs  of 
self-employed  individuals  (sec.  162(1))  is  reduced  by  the  amount  (if 
any)  of  the  supplemental  child  health  insurance  credit  allowable  to 
the  taxpayer  (sec.  162(1)(3)(B)).  This  so-called  ■  'double-dip"  provision 
creates  a  calculation  problem  because  the  amount  of  the  EITC,  the 
supplemental  young  child  credit,  and  the  child  health  insurance 
credit  cannot  be  determined  until  AGI  is  determined;  however,  AGI 
is  determined  with  reference  to  the  deduction  for  health  insurance 
costs  of  self-employed  individuals.  Thus,  the  operation  of  the 
double-dip  provision  creates  a  circularity  that  increases  the  com- 
plexity of  the  child  health  credit. 

Explanation  of  Provision 

Under  the  bill,  for  purposes  of  the  EITC,  the  supplemental  young 
child  credit,  and  the  supplemental  child  health  insurance  credit, 
AGI  is  calculated  assuming  that  the  taxpayer  is  entitled  to  the  full 
deduction  for  health  insurance  costs  under  section  162(1).  Then, 
after  the  maximum  child  health  credit  is  determined,  the  double- 
dip  rule  (sec.  162(1)(3)(B))  operates  as  it  does  under  present  law. 
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B.  EXCISE  TAX  PROVISIONS 

1.  Application  of  the  2.5-Cents-Per-Gallon  Tax  on  Fuel  Used  in  Rail 
Transportation  to  States  and  Local  Governments  (Sec.  6101(b)(3) 
of  the  Bill,  Sec.  11211(b)(4)  of  the  1990  Act,  and  Sec.  4093  of  the 
Code) 

Present  Law 

The  1990  Act  increased  the  highway  and  motorboat  fuels  taxes 
by  5  cents  per  gallon,  effective  on  December  1,  1990.  The  1990  Act 
continued  the  exemption  from  these  taxes  for  fuels  used  by  States 
and  local  governments. 

The  1990  Act  also  imposed  a  2.5-cents-per-gallon  tax  on  fuel  used 
in  rail  transportation,  also  effective  on  December  1,  1990.  Because 
of  a  drafting  error  in  the  1990  Act,  the  2.5-cents-per-gallon  tax  on 
fuel  used  in  rail  transportation  incorrectly  applies  to  States  and 
local  governments. 

Explanation  of  Provision 

The  bill  clarifies  that  the  2.5-cents-per-gallon  tax  on  fuel  used  in 
rail  transportation  does  not  apply  to  such  uses  by  States  and  local 
governments. 

2.  Deposit  of  Certain  Aviation  Tax  Revenues  in  Airport  and  Airway 
Trust  Fund  (Sec.  6101(b)(5)  of  the  Bill,  Sec.  11213  of  the  1990  Act, 
and  Sec.  9502(e)(1)  of  the  Code) 

Present  Law 

The  1990  Act  increased  the  aviation  excise  tax  rates  (except  for 
the  international  air  departure  tax  rate)  by  25  percent,  and  ex- 
tended those  taxes  for  five  years,  effective  December  1,  1990, 
through  December  31,  1995.  From  December  1,  1990  through  1992, 
the  statement  of  managers  on  the  1990  Act  indicated  that  the  reve- 
nues attributable  to  the  increased  portion  of  the  aviation  taxes 
were  to  be  retained  in  the  General  Fund;  these  revenues  will  be 
deposited  in  the  Airport  and  Airway  Trust  Fund  for  1993  through 
1995.  The  statute  as  enacted  in  the  1990  Act  omitted  this  agree- 
ment with  respect  to  the  taxes  other  than  those  imposed  on  avia- 
tion fuels  (i.e.,  the  revenues  attributable  to  the  increase  in  the  air 
passenger  ticket  tax  and  the  air  cargo  tax). 

Explanation  of  Provision 

The  bill  clarifies  that  revenues  from  all  aviation  excise  taxes  at- 
tributable to  the  increased  rates  imposed  by  the  1990  Act  on  tax- 
able events  during  periods  before  January  1,  1993,  will  be  retained 
in  the  General  Fund.  The  amendment  does  not  affect  revenues  at- 
tributable to  the  tax  rates  imposed  before  enactment  of  the  1990 
Act  and  extended  by  that  Act.  (This  provision  is  also  included  in 
H.R.  4691  as  passed  by  the  House  of  Representatives  on  May  19, 
1992.) 
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3.  Small  Winery  Production  Credit  and  Bonding  Requirements 
(Sees.  6101(b)(7),  (8),  and  (9)  of  the  Bill,  Sec.  11201  of  the  1990  Act, 
and  Sec.  5041  of  the  Code) 

Present  Law 

A  90-cents-per-gallon  credit  is  allowed  to  wine  producers  who 
produce  no  more  than  250,000  gallons  of  wine  in  a  year.  The  credit 
may  be  claimed  against  the  producers'  excise  or  income  taxes. 

Wine  producers  must  post  a  bond  in  amounts  determined  by  ref- 
erence to  expected  excise  tax  liability  as  a  condition  of  legally  oper- 
ating. 

Explanation  of  Provision 

The  bill  clarifies  that  wine  produced  by  eligible  small  wineries 
may  be  transferred  without  payment  of  tax  to  bonded  warehouses 
that  become  liable  for  payment  of  the  wine  excise  tax  without 
losing  credit  eligibility.  In  such  cases,  the  bonded  warehouse  will  be 
eligible  for  the  credit  to  the  same  extent  as  the  producer  otherwise 
would  have  been. 

The  bill  further  clarifies  that  the  Treasury  Department  has 
broad  regulatory  authority  to  prevent  the  benefit  of  the  credit  from 
accruing  (directly  or  indirectly)  to  wineries  producing  in  excess  of 
250,000  gallons  in  a  calendar  year.  The  committee  specifically  un- 
derstands that  this  authority  extends  to  all  circumstances  in  which 
wine  production  is  increased  with  a  purpose  of  securing  indirect 
credit  eligibility  for  wine  produced  by  such  large  producers. 

The  bill  also  clarifies  that  the  Treasury  Department  may  take 
the  amount  of  credit  expected  to  be  claimed  against  a  producer's 
wine  excise  tax  liability  into  account  in  determining  the  amount  of 
required  bond. 

4.  Floor  Stocks  Refunds  for  Certain  Cigarette  Taxes  (Sec.  6101(b)(10) 

of  the  Bill  and  11202  of  the  1990  Act) 

Present  Law 

A  floor  stocks  tax,  equal  to  the  amount  of  the  rate  increase,  is 
imposed  when  the  rates  of  Federal  excise  taxes  (other  than  retail 
taxes)  are  increased.  The  cigarette  excise  tax  rates  are  scheduled  to 
increase  on  January  1,  1993.  Refunds  of  this  tax,  as  with  the  under- 
lying excise  tax,  are  permitted  in  certain  cases. 

Explanation  of  Provision 

The  bill  clarifies  that  the  Treasury  Department  may  make  re- 
funds of  the  cigarette  floor  stocks  tax  to  be  imposed  on  January  1, 
1993,  to  manufacturers  rather  than  to  the  persons  that  actually 
pay  the  tax,  if  the  manufacturers  demonstrate  that  the  benefit  of 
the  refund  accrues  to  the  person  actually  paying  the  tax. 
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C.  OTHER  REVENUE-INCREASE  PROVISIONS  OF  THE  1990  ACT 

1.  Deposits  of  Railroad  Retirement  Tax  Act  Taxes  (Sec.  6101(c)(3)  of 
the  Bill,  Sec.  11334  of  the  1990  Act,  and  Sec.  6302(g)  of  the  Code) 

Present  Law 

Employers  must  deposit  income  taxes  withheld  from  employees' 
wages  and  FICA  taxes  that  are  equal  to  or  greater  than  $100,000 
by  the  close  of  the  next  banking  day.  Under  the  Railroad  Retire- 
ment Solvency  Act  of  1983,  the  deposit  rules  for  withheld  income 
taxes  and  FICA  taxes  automatically  apply  to  Railroad  Retirement 
Tax  Act  taxes  (sec.  226  of  P.L.  98-76). 

Explanation  of  Provision 

The  bill  conforms  the  Internal  Revenue  Code  to  the  Railroad  Re- 
tirement Solvency  Act  of  1983  by  stating  in  the  Code  that  these  de- 
posit rules  for  withheld  income  taxes  and  FICA  taxes  apply  to  Rail- 
road Retirement  Tax  Act  taxes. 

2.  Treatment  of  Salvage  and  Subrogation  of  Property  and  Casualty 
Insurance  Companies  (Sec.  6101(c)(4)  of  the  Bill  and  Sec.  11305  of 
the  1990  Act) 

Present  Law 

For  taxable  years  beginning  after  December  31,  1989,  property 
and  casualty  insurance  companies  are  required  to  reduce  the  de- 
duction allowed  for  losses  incurred  (both  paid  and  unpaid)  by  esti- 
mated recoveries  of  salvage  and  subrogation  attributable  to  such 
losses.  In  the  case  of  any  property  and  casualty  insurance  company 
that  took  into  account  estimated  salvage  and  subrogation  recover- 
able in  determining  losses  incurred  for  its  last  taxable  year  begin- 
ning before  January  1,  1990,  87  percent  of  the  discounted  amount 
of  the  estimated  salvage  and  subrogation  recoverable  as  of  the  close 
of  the  last  taxable  year  beginning  before  January  1,  1990,  is  al- 
lowed as  a  deduction  ratably  over  the  first  4  taxable  years  begin- 
ning after  December  31,  1989.  This  special  deduction  was  enacted 
in  order  to  provide  such  property  and  casualty  insurance  compa- 
nies with  substantially  the  same  Federal  income  tax  treatment  as 
that  provided  to  those  property  and  casualty  insurance  companies 
that  prior  to  the  Revenue  Reconciliation  Act  of  1990  did  not  take 
into  account  estimated  salvage  and  subrogation  recoverable  in  de- 
termining losses  incurred. 

Explanation  of  Provision 

The  bill  provides  that  the  earnings  and  profits  of  any  property 
and  casualty  insurance  company  that  took  into  account  estimated 
salvage  and  subrogation  recoverable  in  determining  losses  incurred 
for  its  last  taxable  year  beginning  before  January  1,  1990,  is  to  be 
determined  without  regard  to  the  special  deduction  that  is  allowed 
over  the  first  4  taxable  years  beginning  after  December  31,  1989. 
The  special  deduction  is  to  be  taken  into  account,  however,  in  de- 
termining earnings  and  profits  for  purposes  of  applying  sections  56, 
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902,  952(c)(1)  and  960  of  the  Internal  Revenue  Code  of  1986.  This 
provision  is  considered  necessary  in  order  to  provide  those  property 
and  casualty  insurance  companies  that  took  into  account  estimated 
salvage  and  subrogation  recoverable  in  determining  losses  incurred 
with  substantially  the  same  Federal  income  tax  treatment  as  that 
provided  to  those  property  and  casualty  insurance  companies  that 
prior  to  the  1990  Act  did  not  take  into  account  estimated  salvage 
and  subrogation  recoverable  in  determining  losses  incurred. 

3.  Information  With  Respect  to  Certain  Foreign-Owned  or  Foreign 
Corporations:  Suspension  of  the  Statute  of  Limitations  During 
Certain  Judicial  Proceedings  (Sec.  6101(c)(5)  of  the  bill,  Sees. 
11314  and  11315  of  the  1990  Act,  and  Sees.  6038A  and  6038C  of 
the  Code) 

Present  Law 

Any  domestic  corporation  that  is  25-percent  owned  by  one  for- 
eign person  is  subject  to  certain  information  reporting  and  record- 
keeping requirements  with  respect  to  transactions  carried  out  di- 
rectly or  indirectly  with  certain  foreign  persons  treated  as  related 
to  the  domestic  corporation  ("reportable  transactions")  (sec. 
6038 A(a)).  In  addition,  the  Code  provides  procedures  whereby  an 
IRS  examination  request  or  summons  with  respect  to  reportable 
transactions  can  be  served  on  foreign  related  persons  through  the 
domestic  corporation  (sec.  6038A(e)).  Similar  provisions  apply  to 
any  foreign  corporation  engaged  in  a  trade  or  business  within  the 
United  States,  with  respect  to  information,  records,  examination 
requests,  and  summonses  pertaining  to  the  computation  of  its  li- 
ability for  tax  in  the  United  States  (sec.  6038C).  Certain  noncompli- 
ance rules  may  be  applied  by  the  Internal  Revenue  Service  in  the 
case  of  the  failure  by  a  domestic  corporation  to  comply  with  a  sum- 
mons pertaining  to  a  reportable  transaction  (a  "6038A  summons") 
(sec.  6038A(e)),  or  the  failure  by  a  foreign  corporation  engaged  in  a 
U.S.  trade  or  business  to  comply  with  a  summons  issued  for  pur- 
poses of  determining  the  foreign  corporation's  liability  for  tax  in 
the  United  States  (a  "6038C  summons")  (sec.  6038C(d)). 

Any  corporation  that  is  subject  to  the  provisions  of  section  6038A 
or  6038C  has  the  right  to  petition  a  Federal  district  court  to  quash 
a  6038A  or  6038C  summons,  or  to  review  a  determination  by  the 
IRS  that  the  corporation  did  not  substantially  comply  in  a  timely 
manner  with  the  6038A  or  6038C  summons  (sec.  6038A(e)(4)(A)  and 
(B);  sec.  6038C(d)(4)).  During  the  period  that  either  such  judicial 
proceeding  is  pending  (including  appeals),  and  for  up  to  90  days 
thereafter,  the  statute  of  limitations  is  suspended  with  respect  to 
any  transaction  (or  item,  in  the  case  of  a  foreign  corporation)  to 
which  the  summons  relates  (sees.  6038A(e)(4)(D),  6038C(d)(4)). 

The  legislative  history  of  the  1989  Act  amendments  to  section 
6038A  states  that  the  suspension  of  the  statute  of  limitations  ap- 
plies to  "the  taxable  year(s)  at  issue."  2  The  legislative  history  of 


2  H.  Rep.  No.  247,  101st  Cong.,  1st  Sess.  1301  (1989);  "Explanation  of  Provisions  Approved  by 
the  Committee  on  October  3,  1989,"  Senate  Finance  Committee  Print,  101st  Cong.,  1st  Sess.  118 
(October  12,  1989). 
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the  1990  Act,  which  added  section  6038C  to  the  Code,  uses  the  same 
language.3 

Explanation  of  Provision 

The  bill  modifies  the  provisions  in  sections  6038A  and  6038C  that 
suspend  the  statute  of  limitations  to  clarify  that  the  suspension  ap- 
plies to  any  taxable  year  the  determination  of  the  amount  of  tax 
imposed  for  which  is  affected  by  the  transaction  or  item  to  which 
the  summons  relates. 

The  Committee  intends  that,  under  the  bill,  a  transaction  or  item 
would  affect  the  determination  of  the  amount  of  tax  imposed  for 
the  taxable  year  directly  at  issue,  as  well  as  for  any  taxable  year 
indirectly  affected  through,  for  example,  net  operating  loss  carry- 
backs or  carryforwards.  The  Committee  does  not  intend  that,  under 
the  bill,  a  transaction  or  item  would  affect  the  determination  of  the 
amount  of  tax  imposed  for  any  taxable  year  other  than  the  taxable 
year  directly  at  issue  solely  by  reason  of  any  similarity  of  issues 
involved.  Similarly,  the  Committee  does  not  intend  that,  under  the 
bill,  a  transaction  or  item  would  affect  the  determination  of  the 
amount  of  tax  imposed  on  any  taxpayer  unrelated  to  the  taxpayer 
to  whom  the  summons  is  directed. 

4.  Rate  of  Interest  for  Large  Corporate  Underpayments  (Sees. 
6101(c)  (6)  and  (7)  of  the  Bill,  Sec.  11341  of  the  1990  Act,  and  Sec. 
6621(c)  of  the  Code) 

Present  Law 

The  rate  of  interest  otherwise  applicable  to  underpayments  of 
tax  is  increased  by  two  percent  in  the  case  of  large  corporate  un- 
derpayments (generally  defined  to  exceed  $100,000),  applicable  to 
periods  after  the  30th  day  following  the  earlier  of  a  notice  of  pro- 
posed deficiency,  the  furnishing  of  a  statutory  notice  of  deficiency, 
or  an  assessment  notice  issued  in  connection  with  a  nondeficiency 
procedure. 

Explanation  of  Provision 

The  bill  provides  that  an  IRS  notice  that  is  later  withdrawn  be- 
cause it  was  issued  in  error  does  not  trigger  the  higher  rate  of  in- 
terest. The  bill  also  corrects  an  incorrect  reference  to  "this  sub- 
title". 


3  "Legislative  History  of  Ways  and  Means  Democratic  Alternative,"  House  Ways  and  Means 
Committee  Print  (WMCP:  101-37),  101st  Cong.,  2nd  Sess.  58  (October  15,  1990);  Report  language 
submitted  by  the  Senate  Finance  Committee  to  the  Senate  Budget  Committee  on  S.  3299,  13b 
Cong.  Rec.  S  15629,  S  15700  (1990). 
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D.  EXPIRING  TAX  PROVISIONS 

1.  Exclusion  for  Employer-Provided  Educational  Assistance  (Sec. 
6101(d)(1)  of  the  Bill,  Sec.  11403  of  the  1990  Act,  and  Sees.  127 
and  132  of  the  Code) 

Present  Law 

Employer-provided  educational  assistance  is  excludable  from 
gross  income  if  the  value  of  the  assistance  does  not  exceed  $5,250 
and  certain  other  requirements  are  satisfied  (sec.  127).  Prior  to  the 
1990  Act,  the  exclusion  did  not  apply  to  graduate  level  courses.  The 
1990  Act  eliminated  this  restriction.  The  Omnibus  Budget  Reconcil- 
iation Act  of  1989  provided  that  educational  assistance  that  is  not 
excludable  under  section  127  due  to  the  dollar  limitation  on  the  ex- 
clusion and  the  restriction  on  graduate  level  courses  is  excludable 
from  gross  income  if  and  only  if  it  qualifies  as  a  working  condition 
fringe  benefit  (sec.  132(h)). 

Explanation  of  Provision 

The  bill  amends  the  fringe  benefit  rules  to  reflect  the  fact  that 
the  graduate  level  course  restriction  has  been  repealed. 

2.  Research  Credit  Provision:  Effective  Date  for  Repeal  of  Special 
Proration  Rule  (Sec.  6101(d)(2)  of  the  Bill  and  Sec.  11402  of  the 
1990  Act) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1989  effectively  ex- 
tended the  research  credit  for  nine  months  by  prorating  certain 
qualified  research  expenses  incurred  before  January  1,  1991.  The 
special  rule  to  prorate  qualified  research  expenses  applied  in  the 
case  of  any  taxable  year  which  began  before  October  1,  1990,  and 
ended  after  September  30,  1990.  Under  this  special  proration  rule, 
the  amount  of  qualified  research  expenses  incurred  by  a  taxpayer 
prior  to  January  1,  1991,  was  multiplied  by  the  ratio  that  the 
number  of  days  in  that  taxable  year  before  October  1,  1990,  bears 
to  the  total  number  of  days  in  such  taxable  year  before  January  1, 
1991.  The  amendments  made  by  the  1989  Act  to  the  research  credit 
(including  the  new  method  for  calculating  a  taxpayer's  base 
amount)  generally  were  effective  for  taxable  years  beginning  after 
December  31,  1989.  However,  this  effective  date  did  not  apply  to 
the  special  proration  rule  (which  applied  to  any  taxable  year  which 
began  prior  to  October  1,  1990 — including  some  years  which  began 
before  December  31,  1989 — if  such  taxable  year  ended  after  Sep- 
tember 30,  1990). 

Section  11402  of  the  Omnibus  Budget  Reconciliation  Act  of  1990 
extended  the  research  credit  through  December  31,  1991,  and  re- 
pealed the  special  proration  rule  provided  for  by  the  1989  Act.  Sec- 
tion 11402  of  the  1990  Act  was  effective  for  taxable  years  beginning 
after  December  31,  1989.  Thus,  in  the  case  of  taxable  years  begin- 
ning before  December  31,  1989,  and  ending  after  September  30, 
1990  (e.g.,  a  taxable  year  of  November  1,  1989  through  October  31, 
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1990),  the  special  proration  rule  provided  by  the  1989  Act  would 
continue  to  apply. 

Explanation  of  Provision 

The  bill  repeals  for  all  taxable  years  ending  after  December  31, 
1989,  the  special  proration  rule  provided  for  by  the  1989  Act. 

E.  ENERGY  TAX  PROVISION:  ALTERNATIVE  MINIMUM  TAX  ADJUSTMENT 
BASED  ON  ENERGY  PREFERENCES  (SECS.  6101(e)  (2)  AND  (6)  OF  THE 
BILL,  SEC.  11531(a)  OF  THE  1990  ACT,  AND  SEC.  56(h)  OF  THE  CODE) 

Present  Law 

In  computing  alternative  minimum  taxable  income  (and  the  ad- 
justed current  earnings  (ACE)  adjustment  of  the  alternative  mini- 
mum tax),  certain  adjustments  are  made  to  the  taxpayer's  regular 
tax  treatment  for  intangible  drilling  costs  (IDCs)  and  depletion.  A 
special  energy  deduction  is  also  allowed.  The  special  energy  deduc- 
tion is  initially  determined  by  determining  the  taxpayer's  (1)  intan- 
gible drilling  cost  preference  and  (2)  the  marginal  production  deple- 
tion preference.  The  intangible  drilling  cost  preference  is  the 
amount  by  which  the  taxpayer's  alternative  minimum  taxable 
income  would  be  reduced  if  it  were  computed  without  regard  to  the 
adjustments  for  IDCs.  The  marginal  production  depletion  prefer- 
ence is  the  amount  by  which  the  taxpayer's  alternative  minimum 
taxable  income  would  be  reduced  if  it  were  computed  without 
regard  to  depletion  adjustments  attributable  to  marginal  produc- 
tion. The  intangible  drilling  cost  preference  is  then  apportioned  be- 
tween (1)  the  portion  of  the  preference  related  to  qualified  explora- 
tory costs  and  (2)  the  remaining  portion  of  the  preference.  The  por- 
tion of  the  preference  related  to  qualified  exploratory  costs  is  mul- 
tiplied by  75  percent  and  the  remaining  portion  is  multiplied  by  15 
percent.  The  marginal  production  depletion  preference  is  multi- 
plied by  50  percent.  The  three  products  described  above  are  added 
together  to  arrive  at  the  taxpayer's  special  energy  deduction  (sub- 
ject to  certain  limitations). 

The  special  energy  deduction  is  not  allowed  to  the  extent  that  it 
exceeds  40  percent  of  alternative  minimum  taxable  income  deter- 
mined without  regard  to  either  this  special  energy  deduction  or  the 
alternative  tax  net  operating  loss  deduction.  Any  special  energy  de- 
duction amount  limited  by  the  40-percent  threshold  may  not  be 
carried  to  another  taxable  year,  In  addition,  the  combination  of  the 
special  energy  deduction,  the  alternative  minimum  tax  net  operat- 
ing loss  and  the  alternative  minimum  tax  foreign  tax  credit  cannot 
generally  offset,  in  the  aggregate,  more  than  90  percent  of  a  tax- 
payer's alternative  minimum  tax  determined  without  such  at- 
tributes. 

Explanation  of  Provisions 

Interaction  of  special  energy  deduction  with  net  operating  loss  and 
investment  tax  credit 
The  bill  clarifies  that  the  amount  of  alternative  tax  net  operat- 
ing loss  that  is  utilized  in  any  taxable  year  is  to  be  appropriately 
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adjusted  to  take  into  account  the  amount  of  special  energy  deduc- 
tion claimed  for  that  year.  This  operates  to  preserve  a  portion  of 
the  alternative  tax  net  operating  loss  carryover  by  reducing  the 
amount  of  net  operating  loss  utilized  to  the  extent  of  the  special 
energy  deduction  claimed,  which  if  unused,  could  not  be  carried 
forward. 

In  addition,  the  bill  contains  a  similar  provision  which  clarifies 
that  the  limitation  on  the  utilization  of  the  investment  tax  credit 
for  purposes  of  the  alternative  minimum  tax  is  to  be  determined 
without  regard  to  the  special  energy  deduction. 

Interaction  of  special  energy  deduction  with  adjustment  based  on 
adjusted  current  earnings 

The  bill  provides  that  the  ACE  adjustment  is  to  be  computed 
without  regard  to  the  special  energy  deduction.  Thus,  the  bill  speci- 
fies that  the  ACE  adjustment  is  equal  to  75  percent  of  the  excess  of 
a  corporation's  adjusted  current  earnings  over  its  alternative  mini- 
mum taxable  income  computed  without  regard  to  either  the  ACE 
adjustment,  the  alternative  tax  net  operating  loss  deduction,  or  the 
special  energy  deduction. 

F.  ESTATE  TAX  FREEZES  (SEC.  6101(f)  OF  THE  BILL,  SEC.  11602  OF  THE 
1990  ACT,  AND  SECS.  2701-04  OF  THE  CODE) 

Present  Law 

Generally 

The  value  of  property  transferred  by  gift  or  includible  in  the  de- 
cedent's gross  estate  is  its  fair  market  value.  Fair  market  value  is 
generally  the  price  at  which  the  property  would  change  hands  be- 
tween a  willing  buyer  and  willing  seller,  neither  being  under  any 
compulsion  to  buy  or  sell  and  both  having  reasonable  knowledge  of 
relevant  facts  (Treas.  Reg.  sec.  20.2031).  Chapter  14  contains  rules 
that  supersede  the  willing  buyer,  willing  seller  standard  (Code  sees. 
2701-04). 

Preferred  interests  in  corporations  and  partnerships 
Valuation  of  retained  interests 

Scope. — Section  2701  provides  special  rules  for  valuing  certain 
rights  retained  in  conjunction  with  the  transfer  to  a  family 
member  of  an  interest  in  a  corporation  or  partnership.  These  rules 
apply  to  any  applicable  retained  interest  held  by  the  transferor  or 
an  applicable  family  member  immediately  after  the  transfer  of  an 
interest  in  such  entity.  An  '  'applicable  family  member"  is,  with  re- 
spect to  any  transferor,  the  transferor's  spouse,  ancestors  of  the 
transferor  and  the  spouse,  and  spouses  of  such  ancestors. 

An  applicable  retained  interest  is  an  interest  with  respect  to 
which  there  is  one  of  two  types  of  rights  ("affected  rights").  The 
first  type  of  affected  right  is  a  liquidation,  put,  call,  or  conversion 
right,  generally  defined  as  any  liquidation,  put,  call,  or  conversion 
right,  or  similar  right,  the  exercise  or  nonexercise  of  which  affects 
the  value  of  the  transferred  interest.  The  second  type  of  affected 
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right  is  a  distribution  right  4  in  an  entity  in  which  the  transferor 
and  applicable  family  members  hold  control  immediately  before 
the  transfer.  In  determining  control,  an  individual  is  treated  as 
holding  any  interest  held  by  the  individual's  brothers,  sisters  and 
lineal  descendents.  A  distribution  right  does  not  include  any  right 
with  respect  to  a  junior  equity  interest. 

Valuation. — Section  2701  contains  two  rules  for  valuing  applica- 
ble retained  interests.  Under  the  first  rule,  an  affected  right  other 
than  a  right  to  qualified  payments  is  valued  at  zero.  Under  the 
second  rule  any  retained  interest  that  confers  (1)  a  liquidation,  put, 
call  or  conversion  right  and  (2)  a  distribution  right  that  consists  of 
the  right  to  receive  a  qualified  payment  is  valued  on  the  assump- 
tion that  each  right  is  exercised  in  a  manner  resulting  in  the 
lowest  value  for  all  such  rights  (the  "lowest  value  rule").  There  is 
no  statutory  rule  governing  the  treatment  of  an  applicable  retained 
interest  that  confers  a  right  to  receive  a  qualified  payment,  but 
with  respect  to  which  there  is  no  liquidation,  put,  call  or  conver- 
sion right. 

A  qualified  payment  is  a  dividend  payable  on  a  periodic  basis 
and  at  a  fixed  rate  under  cumulative  preferred  stock  (or  a  compa- 
rable payment  under  a  partnership  agreement).  A  transferor  or  ap- 
plicable family  member  may  elect  not  to  treat  such  a  dividend  (or 
comparable  payment)  as  a  qualified  payment.  A  transferor  or  appli- 
cable family  member  also  may  elect  to  treat  any  other  distribution 
right  as  a  qualified  payment  to  be  paid  in  the  amounts  and  at  the 
times  specified  in  the  election. 

Inclusion  in  transfer  tax  base. — Failure  to  make  a  qualified  pay- 
ment valued  under  the  lowest  value  rule  within  four  years  of  its 
due  date  generally  results  in  an  inclusion  in  the  transfer  tax  base 
equal  to  the  difference  between  the  compounded  value  of  the  sched- 
uled payments  over  the  compounded  value  of  the  payments  actual- 
ly made.  The  Treasury  Department  has  regulatory  authority  to 
make  subsequent  transfer  tax  adjustments  in  the  transfer  of  an  ap- 
plicable retained  interest  to  reflect  the  increase  in  a  prior  taxable 
gift  by  reason  of  section  2701. 

Generally,  this  inclusion  occurs  if  the  holder  transfers  by  sale  or 
gift  the  applicable  retained  interest  during  life  or  at  death.  In  addi- 
tion, the  taxpayer  may,  by  election,  treat  the  payment  of  the  quali- 
fied payment  as  giving  rise  to  an  inclusion  with  respect  to  prior  pe- 
riods. 

The  inclusion  continues  to  apply  if  the  applicable  retained  inter- 
est is  transferred  to  an  applicable  family  member.  There  is  no  in- 
clusion on  a  transfer  of  an  applicable  retained  interest  to  a  spouse 
for  consideration  or  in  a  transaction  qualifying  for  the  marital  de- 
duction but  subsequent  transfers  by  the  spouse  are  subject  to  the 
inclusion.  Other  transfers  to  applicable  family  members  result  in 
an  immediate  inclusion  as  well  as  subjecting  the  transferee  to  sub- 
sequent inclusions. 


4  A  distribution  right  generally  is  a  right  to  a  distribution  from  a  corporation  with  respect  to 
its  stock,  or  from  a  partnership  with  respect  to  a  partner's  interest  in  the  partnership. 
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Minimum  value  of  residual  interest 

Section  2701  also  establishes  a  minimum  value  for  a  junior 
equity  interest  in  a  corporation  or  partnership.  For  partnerships,  a 
junior  equity  interest  is  an  interest  under  which  the  rights  to 
income  and  capital  are  junior  to  the  rights  of  all  other  classes  of 
equity  interests. 

Trusts  and  term  interests  in  property 

The  value  of  a  transfer  in  trust  is  the  value  of  the  entire  proper- 
ty less  the  value  of  rights  in  the  property  retained  by  the  grantor. 
Section  2702  provides  that  in  determining  the  extent  to  which  a 
transfer  of  an  interest  in  trust  to  a  member  of  the  transferor's 
family  is  a  gift,  the  value  of  an  interest  retained  by  the  transferor 
or  an  applicable  family  member  is  zero  unless  such  interest  takes 
certain  prescribed  forms. 

For  a  transfer  with  respect  to  a  specified  portion  of  property,  sec- 
tion 2702  applies  only  to  such  portion.  The  section  does  not  apply 
to  the  extent  that  the  transfer  is  incomplete. 

Options  and  buy-sell  agreements 

A  restriction  upon  the  sale  or  transfer  of  property  may  reduce  its 
fair  market  value.  Treasury  regulations  provide  that  a  restriction 
is  to  be  disregarded  unless  the  agreement  represents  a  bona  fide 
business  arrangement  and  not  a  device  to  pass  the  decedent's 
shares  to  the  natural  objects  of  his  bounty  for  less  than  full  and 
adequate  consideration  (Treas.  Reg.  sec.  20.203 l-2(h)). 

Section  2703  provides  that  for  transfer  tax  purposes  the  value  of 
property  is  determined  without  regard  to  any  option,  agreement  or 
other  right  to  acquire  or  use  the  property  at  less  than  fair  market 
value  or  any  restriction  on  the  right  to  sell  or  use  such  property. 
Certain  options  are  excepted  from  this  rule.  To  fall  within  the  ex- 
ception, the  option,  agreement,  right  or  restriction  must  (1)  be  a 
bona  fide  business  arrangement,  (2)  not  be  a  device  to  transfer  such 
property  to  members  of  the  decedent's  family  for  less  than  full  and 
adequate  consideration  in  money  or  money's  worth,  and  (3)  have 
terms  comparable  to  similar  arrangements  entered  into  by  persons 
in  an  arm's  length  transaction. 

Explanation  of  Provisions 
Preferred  interests  in  corporations  and  partnerships 
Valuation 

The  bill  provides  that  an  applicable  retained  interest  conferring 
a  distribution  right  to  qualified  payments  with  respect  to  which 
there  is  no  liquidation,  put,  call,  or  conversion  right  is  valued  with- 
out regard  to  section  2701.  The  bill  also  provides  that  the  retention 
of  such  right  gives  rise  to  potential  inclusion  in  the  transfer  tax 
base.  In  making  these  changes,  it  is  understood  that  Treasury  regu- 
lations could  provide,  in  appropriate  circumstances,  that  a  right  to 
receive  amounts  on  liquidation  of  the  corporation  or  partnership 
constitutes  a  liquidation  right  within  the  meaning  of  section  2701  if 
the  transferor,  alone  or  with  others,  holds  the  right  to  cause  liqui- 
dation. 
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The  bill  modifies  the  definition  of  junior  equity  interest  by  grant- 
ing regulatory  authority  to  treat  a  partnership  interest  with  rights 
that  are  junior  with  respect  to  either  income  or  capital  as  a  junior 
equity  interest.  The  bill  also  modifies  the  definition  of  distribution 
right  by  replacing  the  junior  equity  interest  exception  with  an  ex- 
ception for  a  right  under  an  interest  that  is  junior  to  the  rights  of 
the  transferred  interest.  As  a  result,  section  2701  does  not  affect 
the  valuation  of  a  transferred  interest  that  is  senior  to  the  retained 
interest,  even  if  the  retained  interest  is  not  a  junior  equity  interest. 

The  bill  modifies  the  rules  for  electing  into  or  out  of  qualified 
payment  treatment.  A  dividend  payable  on  a  periodic  basis  and  at 
a  fixed  rate  under  a  cumulative  preferred  stock  held  by  the  trans- 
feror is  treated  as  a  qualified  payment  unless  the  transferor  elects 
otherwise.  If  held  by  an  applicable  family  member,  such  stock  is 
not  treated  as  a  qualified  payment  unless  the  holder  so  elects.5  In 
addition,  a  transferor  or  applicable  family  member  holding  any 
other  distribution  right  may  treat  such  right  as  a  qualified  pay- 
ment to  be  paid  in  the  amounts  and  at  the  times  specified  in  the 
election. 

Inclusion  in  transfer  tax  base 

The  bill  grants  the  Treasury  Department  regulatory  authority  to 
make  subsequent  transfer  tax  adjustments  to  reflect  the  inclusion 
of  unpaid  amounts  with  respect  to  a  qualified  payment.  This  au- 
thority, for  example,  would  permit  the  Treasury  Department  to 
eliminate  the  double  taxation  that  might  occur  if,  with  respect  to  a 
transfer,  both  the  inclusion  and  the  value  of  qualified  payment  ar- 
rearages were  included  in  the  transfer  tax  base.  It  would  also 
permit  elimination  of  the  double  taxation  that  might  result  from  a 
transfer  to  a  spouse,  who,  under  the  statute,  is  both  an  applicable 
family  member  and  a  member  of  the  transferor's  family. 

The  bill  treats  a  transfer  to  a  spouse  falling  under  the  annual 
exclusion  the  same  as  a  transfer  qualifying  for  the  marital  deduc- 
tion. Thus,  no  inclusion  would  occur  upon  the  transfer  of  an  appli- 
cable retained  interest  to  a  spouse,  but  subsequent  transfers  by  the 
spouse  would  be  subject  to  inclusion.  The  bill  also  clarifies  that  the 
inclusion  continues  to  apply  if  an  applicable  family  member  trans- 
fers a  right  to  qualified  payments  to  the  transferor. 

The  provision  clarifies  the  consequences  of  electing  to  treat  a  dis- 
tribution as  giving  rise  to  an  inclusion.  Under  the  bill,  the  election 
gives  rise  to  an  inclusion  only  with  respect  to  the  payment  for 
which  the  election  is  made.  The  inclusion  with  respect  to  other 
payments  is  unaffected. 

Trust  and  term  interests  in  property 

The  bill  conforms  section  2702  to  existing  regulatory  terminology 
by  substituting  the  term  "incomplete  gift"  for  '  'incomplete  trans- 
fer." In  addition,  the  bill  limits  the  exception  for  incomplete  gifts 
to  instances  in  which  the  entire  gift  is  incomplete.  The  Treasury 
Department  is  granted  regulatory  authority,  however,  to  create  ad- 
ditional exceptions  not  inconsistent  with  the  purposes  of  the  sec- 


5  With  respect  to  gifts  made  in  1990,  the  bill  provides  that  this  election  may  be  made  by  the 
due  date  (including  extensions)  of  the  transferor's  1991  gift  tax  return. 
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tion.  This  authority,  for  example,  could  be  used  to  except  a  charita- 
ble trust  that  meets  the  requirements  of  section  664  and  that  does 
not  otherwise  create  an  opportunity  for  transferring  property  to  a 
family  member  free  of  transfer  tax. 

Options  and  buy-sell  agreements 

The  bill  modifies  the  exception  to  the  rule  disregarding  an  option 
for  transfer  tax  valuation.  The  requirement  that  the  option,  agree- 
ment, right  or  restriction  not  be  a  device  to  transfer  the  property 
to  members  of  the  decedent's  family  is  revised  to  require  that  the 
option  not  be  a  device  to  transfer  the  property  to  persons  who  are 
natural  objects  of  the  bounty  of  the  transferor.  This  revision  con- 
forms section  2703  to  the  Treasury  regulations  and  recognizes  that 
the  section  applies  with  respect  to  all  transfer  taxes. 

G.  MISCELLANEOUS  PROVISIONS 

1.  Conforming  Amendments  to  the  Repeal  of  the  General  Utilities 
Doctrine  (Sees.  6101(g)(1)  and  (2)  of  the  Bill,  Sec.  11702(e)(2)  of  the 
1990  Act,  and  Sees.  897(f)  and  1248  of  the  Code) 

Present  Law 

As  a  result  of  changes  made  by  recent  tax  legislation,  gain  is 
generally  recognized  on  the  distribution  of  appreciated  property  by 
a  corporation  to  its  shareholders.  The  Technical  Corrections  sub- 
title of  the  1990  Act  and  technical  correction  provisions  in  prior 
acts  made  various  conforming  amendments  arising  out  of  these 
changes.  For  example,  the  1990  Act  made  a  conforming  change  to 
section  355(c)  to  state  the  treatment  of  distributions  in  section  355 
transactions  in  the  affirmative  rather  than  by  reference  to  the  pro- 
visions of  section  311.  In  addition,  the  Technical  and  Miscellaneous 
Revenue  Act  of  1988  (the  "1988  Act")  made  a  conforming  change  to 
section  1248(f)  to  update  the  references  to  the  nonrecognition  provi- 
sions contained  in  that  subsection.  One  of  the  changes  was  to 
change  the  reference  to  "section  311(a)"  from  "section  311". 

Explanation  of  Provisions 

The  bill  makes  three  conforming  changes  to  the  Code. 

First,  section  897(f),  relating  to  the  basis  in  a  United  States  real 
property  interest  distributed  to  a  foreign  person,  is  repealed  as 
deadwood.  The  basis  of  the  distributed  property  is  its  fair  market 
value  in  accordance  with  section  301(d). 

Second,  section  1248(f)  is  amended  to  add  a  reference  to  section 
355(c)(1),  which  provides  generally  for  the  nonrecognition  of  gain  or 
loss  on  the  distribution  of  stock  or  securities  in  certain  subsidiary 
corporations.  This  retains  the  substance  of  the  law  as  it  existed 
before  the  conforming  change  to  section  355(c)  made  by  the  1990 
Act. 

Third,  section  1248  is  amended  to  clarify  that,  notwithstanding 
the  conforming  changes  made  by  the  1988  Act,  with  respect  to  any 
transaction  in  which  a  U.S.  person  is  treated  as  realizing  gain  from 
the  sale  or  exchange  of  stock  of  a  controlled  foreign  corporation, 
the  U.S.  person  shall  be  treated  as  having  sold  or  exchanged  the 
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stock  for  purposes  of  applying  section  1248.  Thus  if  a  U.S.  person 
distributes  appreciated  stock  of  a  controlled  foreign  corporation  to 
its  shareholders  in  a  transaction  in  which  gain  is  recognized  under 
section  311(b),  section  1248  shall  be  applied  as  if  the  stock  had  been 
sold  or  exchanged  at  its  fair  market  value.  Under  section  1248(a), 
part  or  all  of  the  gain  may  be  treated  as  a  dividend.  Under  the  bill, 
the  rule  treating  the  distribution  for  purposes  of  section  1248  as  a 
sale  or  exchange  also  applies  where  the  U.S.  person  is  deemed  to 
distribute  the  stock  under  the  provisions  of  section  1248(i).  Under 
section  1248(i),  gain  will  be  recognized  only  to  the  extent  of  the 
amount  treated  as  a  dividend  under  section  1248. 

These  amendments  are  not  intended  to  affect  the  authority  of 
the  Secretary  to  issue  regulations  under  section  1248(f)  providing 
exceptions  to  the  rule  recognizing  gain  in  certain  distributions  (cf. 
Notice  87-64,  1987-2  C.B.  375). 

2.  Prohibited  Transaction  Rules  (Sec.  6101(g)(3)  of  the  Bill,  Sec. 
11701(m)  of  the  1990  Act,  and  Sec.  4975  of  the  Code) 

Present  Law 

The  Code  and  title  I  of  the  Employee  Retirement  Income  Securi- 
ty Act  of  1974  (ERISA)  prohibit  certain  transactions  between  an 
employee  benefit  plan  and  certain  persons  related  to  such  plan.  An 
exemption  to  the  prohibited  transaction  rules  of  title  I  of  ERISA  is 
provided  in  the  case  of  sales  of  employer  securities  the  plan  is  re- 
quired to  dispose  of  under  the  Pension  Protection  Act  of  1987 
(ERISA  sec.  408(bX12)).  The  1990  Act  amended  the  Code  to  provide 
that  certain  transactions  that  are  exempt  from  the  prohibited 
transaction  rules  of  ERISA  are  automatically  exempt  from  the  pro- 
hibited transaction  rules  of  the  Code.  The  1990  Act  change  was  in- 
tended to  be  limited  to  transactions  exempt  under  section  408(b)(12) 
of  ERISA. 

Explanation  of  Provision 

The  bill  conforms  the  statutory  language  to  legislative  intent  by 
providing  that  transactions  that  are  exempt  from  the  prohibited 
transaction  rules  of  ERISA  by  reason  of  ERISA  section  408(b)(12) 
are  also  exempt  from  the  prohibited  transaction  rules  of  the  Code. 

3.  Effective  Date  of  LIFO  Adjustment  for  Purposes  of  Computing 
Adjusted  Current  Earnings  (Sec.  6101(g)(4)  of  the  Bill,  Sec.  11701 
of  the  1990  Act,  Sec.  7611(b)  of  the  1989  Act,  and  sec.  56(g)  of  the 
Code) 

Present  Law 

For  purposes  of  computing  the  adjusted  current  earnings  (ACE) 
component  of  the  corporate  alternative  minimum  tax,  taxpayers 
are  required  to  make  the  LIFO  inventory  adjustments  provided  in 
section  312(n)(4)  of  the  Code.  Section  312(n)(4)  generally  is  applica- 
ble for  purposes  of  computing  earnings  and  profits  in  taxable  years 
beginning  after  September  30,  1984.  The  ACE  adjustment  generally 
is  applicable  to  taxable  years  beginning  after  December  31,  1989. 
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Explanation  of  Provision 

The  bill  clarifies  that  the  LIFO  inventory  adjustment  required 
for  ACE  purposes  shall  be  computed  by  applying  the  rules  of  sec- 
tion 312(n)(4)  only  with  respect  to  taxable  years  beginning  after  De- 
cember 31,  1989.  The  effective  date  applicable  to  the  determination 
of  earnings  and  profits  (September  30,  1984)  is  inapplicable  for  pur- 
poses of  the  ACE  LIFO  inventory  adjustment.  Thus,  the  ACE  LIFO 
adjustment  shall  be  computed  with  reference  to  increases  (and  de- 
creases, to  the  extent  provided  in  regulations)  in  the  ACE  LIFO  re- 
serve in  taxable  years  beginning  after  December  31,  1989. 

4.  Low-income  Housing  Credit  (Sec.  6101(g)(5)  of  the  Bill,  Sec. 
11701(a)(ll)  of  the  1990  Act,  and  Sec.  42  of  the  Code) 

Present  Law 

The  amendments  to  the  low-income  housing  tax  credit  contained 
in  the  Omnibus  Budget  Reconciliation  Act  of  1989  generally  were 
effective  for  a  building  placed  in  service  after  December  31,  1989,  to 
the  extent  the  building  was  financed  by  tax-exempt  bonds  ("a  bond- 
financed  building").  This  rule  applied  regardless  of  when  the  bonds 
were  issued. 

A  technical  correction  enacted  in  the  Omnibus  Budget  Reconcili- 
ation Act  of  1990  limited  this  effective  date  to  buildings  financed 
with  bonds  issued  after  December  31,  1989.  Thus,  the  technical  cor- 
rection applied  pre-1989  Act  law  to  a  bond-financed  building  placed 
in  service  after  December  31,  1989,  if  the  bonds  were  issued  before 
January  1,  1990. 

Explanation  of  Provision 

The  bill  repeals  the  1990  technical  correction.  The  bill  provides, 
however,  that  pre-1989  Act  law  will  apply  to  a  bond-financed  build- 
ing if  the  owner  of  the  building  establishes  to  the  satisfaction  of 
the  Secretary  of  the  Treasury  reasonable  reliance  upon  the  1990 
technical  correction. 

The  committee  intends  that,  in  the  case  of  buildings  placed  in 
service  before  the  date  of  the  bill's  enactment,  reasonable  reliance 
may  be  established  by  a  showing  of  compliance  with  the  law  as  in 
effect  for  those  buildings  before  enactment  of  the  amendments 
made  by  the  bill. 
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H.  EXPIRED  OR  OBSOLETE  PROVISIONS  ("DEADWOOD  PROVISIONS")  (SEC. 
6101  (h)  OF  THE  BILL  AND  SECS.  11801-11816  OF  THE  1990  ACT) 

Present  Law 

The  1990  Act  repealed  and  amended  numerous  sections  of  the 
Code  by  deleting  obsolete  provisions  ("deadwood").  These  amend- 
ments were  not  intended  to  make  substantive  changes  to  the  tax 
law. 

Explanation  of  Provisions 

The  bill  makes  several  amendments  to  restore  the  substance  of 
prior  law  which  was  inadvertently  changed  by  the  deadwood  provi- 
sions of  the  1990  Act.  These  amendments  include  (1)  a  provision  re- 
storing the  prior-law  depreciation  treatment  of  certain  energy 
property  (sec.  168(eX3XBXvi));  (2)  a  provision  restoring  the  prior-law 
definition  of  property  eligible  for  expensing  (sec.  179(d));  (3)  a  provi- 
sion restoring  the  prior-law  rule  providing  that  if  any  member  of 
an  affiliated  group  of  corporations  elects  the  credit  under  section 
901  for  foreign  taxes  paid  or  accrued,  then  all  members  of  the 
group  paying  or  accruing  such  taxes  must  elect  the  credit  in  order 
for  any  dividend  paid  by  a  member  of  the  group  to  qualify  for  the 
100-percent  dividends  received  deduction  (sec.  243(b));  and  (4)  the 
provisions  relating  to  the  collection  of  State  individual  income 
taxes  (sees.  6361-6365). 

The  bill  also  makes  several  nonsubstantive  clerical  amendments 
to  conform  the  Code  to  the  amendments  made  by  the  deadwood 
provisions.  None  of  these  amendments  is  intended  to  change  the 
substance  of  pre-1990  law. 

II.  Other  Tax  Technical  Corrections 

A.  HEDGE  BONDS  (SEC.  6102(b)  OF  THE  BILL,  SEC.  11701  OF  THE  1990 
ACT,  AND  SEC.  149  (g)  OF  THE  CODE) 

Present  Law 

The  1989  Act  provided  generally  that  interest  on  hedge  bonds  is 
not  tax-exempt  unless  prescribed  minimum  percentages  of  the  pro- 
ceeds are  reasonably  expected  to  be  spent  at  set  intervals  during 
the  five-year  period  after  issuance  of  the  bonds  (sec.  149(g)).  A 
hedge  bond  is  defined  generally  as  a  bond  (1)  at  least  85  percent  of 
the  proceeds  of  which  are  not  reasonably  expected  to  be  spent 
within  three  years  following  issuance  and  (2)  more  than  50  percent 
of  the  proceeds  of  which  are  invested  at  substantially  guaranteed 
yields  for  four  years  or  more. 

This  restriction  does  not  apply  to  hedge  bonds,  however,  if  at 
least  95  percent  of  the  proceeds  are  invested  in  other  tax-exempt 
bonds  (not  subject  to  the  alternative  minimum  tax).  The  95-percent 
investment  requirement  is  not  violated  if  investment  earnings  ex- 
ceeding five  percent  of  the  proceeds  are  temporarily  invested  for  up 
to  30  days  pending  reinvestment  in  taxable  (including  alternative 
minimum  taxable)  investments. 
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Explanation  of  Provision 

The  bill  clarifies  that  the  30-day  exception  for  temporary  invest- 
ments of  investment  earnings  applies  to  amounts  {i.e.,  principal 
and  earnings  thereon)  temporarily  invested  during  the  30-day 
period  immediately  preceding  redemption  of  the  bonds  as  well  as 
such  periods  preceding  reinvestment  of  the  proceeds. 

B.  WITHHOLDING  ON  DISTRIBUTIONS  FROM  U.S.  REAL  PROPERTY  HOLD- 
ING COMPANIES  (SEC.  6102  (C)  OF  THE  BILL,  SEC.  129  OF  THE  DEFICIT 
REDUCTION  ACT  OF  1984,  AND  SEC.  1445  OF  THE  CODE) 

Present  Law 

Under  the  Foreign  Investment  in  Real  Property  Tax  Act  of  1980 
(FIRPTA),  a  foreign  investor  that  disposes  of  a  U.S.  real  property 
interest  generally  is  required  to  pay  tax  on  any  gain  on  the  disposi- 
tion. For  this  purpose  a  U.S.  real  property  interest  generally  in- 
cludes stock  in  a  domestic  corporation  that  is  a  U.S.  real  property 
holding  corporation  ("USRPHC"),  or  was  a  USRPHC  at  any  time 
during  the  previous  five  years. 

A  sale  or  exchange  of  stock  in  a  USRPHC  is  an  example  of  a  dis- 
position of  a  U.S.  real  property  interest.  In  addition,  provisions  of 
subchapter  C  of  the  Code  treat  amounts  received  in  certain  corpo- 
rate distributions  as  amounts  received  in  sales  or  exchanges,  giving 
rise  to  tax  liability  under  the  FIRPTA  rules  when  a  foreign  person 
receives  such  a  distribution  from  a  present  or  former  USRPHC. 
Thus,  amounts  received  by  a  foreign  shareholder  in  a  USRPHC  in 
a  distribution  in  complete  liquidation  of  the  USRPHC  are  treated 
as  in  full  payment  in  exchange  for  the  USRPHC  stock,  and  are 
therefore  subject  to  tax  under  FIRPTA  (sec.  331;  Treas.  Reg.  sec. 
1.897-5T(a)(2)(iii)).  Similarly,  amounts  received  by  a  foreign  share- 
holder in  a  USRPHC  upon  redemption  of  the  USRPHC  stock  are 
treated  as  a  distribution  in  part  or  full  payment  in  exchange  for 
the  stock,  and  are  therefore  subject  to  tax  under  FIRPTA  (sec. 
302(a);  Treas.  Reg.  sec.  1.897-5T(a)(2)(ii)).  Third,  amounts  received 
by  a  foreign  shareholder  in  a  USRPHC,  in  a  section  301  distribu- 
tion from  the  USRPHC  that  exceeds  the  available  earnings  and 
profits  of  the  USRPHC,  are  treated  as  gain  from  the  sale  or  ex- 
change of  the  shareholder's  USRPHC  stock  to  the  extent  that  they 
exceed  the  shareholder's  adjusted  basis  in  the  stock;  such  amounts 
are  therefore  also  subject  to  tax  under  FIRPTA  (sec.  301(c)(3); 
Treas.  Reg.  sec.  1.897-5T(a)(2)(i)). 

FIRPTA  withholding 

The  Tax  Reform  Act  of  1984  established  a  withholding  system  to 
enforce  the  FIRPTA  tax.  Unless  an  exception  applies,  a  transferee 
of  a  U.S.  real  property  interest  from  a  foreign  person  generally  is 
required  to  withhold  the  lesser  of  ten  percent  of  the  amount  real- 
ized (purchase  price),  or  the  maximum  tax  liability  on  disposition 
(as  determined  by  the  IRS)  (sec.  1445). 

Although  the  FIRPTA  withholding  requirement  by  its  terms  gen- 
erally applies  to  all  dispositions  of  U.S.  real  property  interests,  and 
subchapter  C  treats  amounts  received  in  certain  distributions  as 
amounts  received  in  sales  or  exchanges,  the  FIRPTA  withholding 
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provisions  also  provide  express  rules  for  withholding  on  certain  dis- 
tributions treated  as  sales  or  exchanges.  Generally,  distributions  in 
a  transaction  to  which  section  302  (redemptions)  or  part  II  of  sub- 
chapter C  (liquidations)  applies  are  subject  to  10  percent  withhold- 
ing.6 Although  a  section  301  distribution  in  excess  of  earnings  and 
profits  is  also  treated  as  a  disposition  for  purposes  of  computing  the 
FIRPTA  liability  of  a  foreign  recipient  of  the  distribution,  there  is 
no  corresponding  withholding  provision  expressly  addressed  to  the 
payor  of  such  a  distribution. 

Explanation  of  Provision 

The  bill  clarifies  that  FIRPTA  withholding  requirements  apply 
to  any  section  301  distribution  to  a  foreign  person  by  a  domestic 
corporation  that  is  or  was  a  USRPHC,  which  distribution  is  not 
made  out  of  the  corporation's  earnings  and  profits  and  is  therefore 
treated  as  an  amount  received  in  a  sale  or  exchange  of  a  U.S.  real 
property  interest.  (The  bill  does  not  alter  the  withholding  treat- 
ment of  section  301  distributions  by  such  a  corporation  that  are  out 
of  earnings  and  profits.)  Under  the  bill,  the  FIRPTA  withholding 
requirements  that  apply  to  a  section  301  distribution  not  out  of 
earnings  and  profits  are  similar  to  the  requirements  applicable  to 
redemption  or  liquidation  distributions  to  a  foreign  person  by  such 
a  corporation.  The  provision  is  effective  for  distributions  made 
after  the  date  of  enactment  of  the  bill.  No  inference  is  intended  as 
to  the  FIRPTA  withholding  requirements  applicable  to  such  a  dis- 
tribution under  present  law. 

C.  TREATMENT  OF  CREDITS  ATTRIBUTABLE  TO  WORKING  INTERESTS  IN 
OIL  AND  GAS  PROPERTD2S  (SEC.  6102(d)  OF  THE  BILL,  SEC.  501  OF  THE 
TAX  REFORM  ACT  OF  1986,  AND  SEC.  469  OF  THE  CODE) 

Present  Law 

Under  present  law,  a  working  interest  in  an  oil  and  gas  property 
which  does  not  limit  the  liability  of  the  taxpayer  is  not  a  * 'passive 
activity"  for  purposes  of  the  passive  loss  rules  (sec.  469).  However, 
if  any  loss  from  an  activity  is  treated  as  not  being  a  passive  loss  by 
reason  of  being  from  a  working  interest,  any  net  income  from  the 
activity  in  subsequent  years  is  not  treated  as  income  from  a  passive 
activity,  notwithstanding  that  the  activity  may  otherwise  have 
become  passive  with  respect  to  the  taxpayer. 

Explanation  of  Provision 

The  bill  provides  that  any  credit  attributable  to  a  working  inter- 
est in  an  oil  and  gas  property,  in  a  taxable  year  in  which  the  activi- 
ty is  no  longer  treated  as  not  being  a  passive  activity,  will  not  be 
treated  as  attributable  to  a  passive  activity  to  the  extent  of  any  tax 
allocable  to  the  net  income  from  the  activity  for  the  taxable  year. 
Any  credits  from  the  activity  in  excess  of  this  amount  of  tax  will 


6  Under  other  rules,  dividend  distributions  (i.e.,  distributions  to  which  sec.  301(cXl)  applies)  to 
foreign  persons  by  U.S.  corporations,  including  USRPHCs,  are  subject  to  30-percent  withholding 
under  the  Code.  Under  treaties,  the  withholding  on  a  dividend  may  be  reduced  to  as  little  as  o 
or  15  percent. 
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continue  to  be  treated  as  arising  from  a  passive  activity  and  will  be 
treated  under  the  rules  generally  applicable  to  the  passive  activity 
credit. 

D.  CLARIFICATION  OF  PASSIVE  LOSS  DISPOSITION  RULE  (SEC.  6102  (e)  OF 
THE  BILL,  SEC.  501  OF  THE  TAX  REFORM  ACT  OF  1986,  SEC. 
1005(a)(2)(A)  OF  THE  TECHNICAL  AND  MISCELLANEOUS  REVENUE 
ACT  OF  1988,  AND  SEC.  469(g)  (1)  (A)  OF  THE  CODE) 

Present  Law 

The  Tax  Reform  Act  of  1986  provided  that  if  a  passive  activity  is 
disposed  of  in  a  transaction  in  which  all  gain  or  loss  is  recognized, 
any  overall  loss  from  the  activity  in  the  year  of  disposition  is  recog- 
nized and  allowed  against  income  (whether  active  or  passive 
income).7  The  language  of  the  1986  Act  provided  that  any  loss  was 
allowable,  first,  against  income  or  gain  from  the  passive  activity, 
second,  against  income  or  gain  from  all  passive  activities,  and  final- 
ly, against  any  other  income  or  gain.  This  rule  was  rewritten  by 
the  technical  corrections  portion  of  the  Technical  and  Miscellane- 
ous Revenue  Act  of  1988.  The  statutory  language  (as  amended  by 
the  1988  Act)  providing  for  the  computation  of  the  overall  loss  for 
the  taxable  year  of  disposition  is  not  entirely  clear  where  the  activ- 
ity is  disposed  of  at  a  gain. 

Explanation  of  Provision 

The  bill  clarifies  the  rule  relating  to  the  computation  of  the  over- 
all loss  allowed  upon  the  disposition  of  a  passive  activity.  The  bill 
provides  that,  in  a  transaction  in  which  all  gain  or  loss  is  recog- 
nized on  the  disposition  of  a  passive  activity,  any  loss  from  the  ac- 
tivity for  the  taxable  year  (taking  into  account  all  income,  gain, 
and  loss,  including  gain  or  loss  recognized  on  the  disposition)  in 
excess  of  any  net  income  or  gain  from  other  passive  activities  for 
the  taxable  year  is  treated  as  a  loss  which  is  not  from  a  passive 
activity.  The  provision  applies  to  taxable  years  beginning  after  De- 
cember 31,  1986. 

E.  TAXATION  OF  EXCESS  INCLUSIONS  OF  A  RESIDUAL  INTEREST  IN  A 
REMIC  FOR  TAXPAYERS  SUBJECT  TO  ALTERNATIVE  MINIMUM  TAX 
WITH  NET  OPERATING  LOSSES  (SEC,  6102  (i)  OF  THE  BILL,  SEC.  671  OF 
THE  TAX  REFORM  ACT  OF  1986,  AND  SEC.  860E  OF  THE  CODE) 

Present  Law 

Residual  Interests  in  a  REMIC 

A  real  estate  mortgage  investment  conduit  ("REMIC")  is  an 
entity  that  holds  real  estate  mortgages.  All  interests  in  a  REMIC 
must  be  "regular  interests"  or  "residual  interests."  A  regular  in- 
terest is  an  interest  the  terms  of  which  are  fixed  on  the  start-up 
day,  which  unconditionally  entitles  the  holder  to  receive  a  specified 
principal  amount,  and  which  provides  that  interest  amounts  are 
payable  based  on  a  fixed  rate  (or  a  variable  rate  to  the  extent  pro- 


7  See  S.  Rept.  99-313,  p.  725. 


333 


vided  in  the  Treasury  regulations).  A  residual  interest  is  any  inter- 
est that  is  so  designated  and  that  is  not  a  regular  interest  in  a 
REMIC. 

Generally,  the  holder  of  a  residual  interest  in  a  REMIC  takes 
into  account  his  daily  portion  of  the  taxable  income  or  net  loss  of 
such  REMIC  for  each  day  during  which  he  held  such  interest.  The 
taxable  income  of  any  holder  of  a  residual  interest  in  a  REMIC  for 
any  taxable  year  cannot  be  less  than  the  excess  inclusion  for  the 
year  (sec.  860E).  Thus,  in  general,  income  from  excess  inclusions 
cannot  be  offset  by  a  net  operating  loss  (or  net  operating  loss  carry- 
over) in  computing  the  taxpayer's  regular  tax. 

Alternative  minimum  tax 

Taxpayers  are  subject  to  an  alternative  minimum  tax  which  is 
payable,  in  addition  to  all  other  tax  liabilities,  to  the  extent  it  ex- 
ceeds the  taxpayer's  regular  tax.  The  tax  is  imposed  at  a  rate  of  24 
percent  (20  percent  in  the  case  of  a  corporation)  on  alternative 
minimum  taxable  income  in  excess  of  an  exemption  amount.  Alter- 
native minimum  taxable  income  generally  is  the  taxpayer's  taxable 
income,  as  increased  or  decreased  by  certain  adjustments  and  pref- 
erences. 

Because  the  determination  of  a  taxpayer's  alternative  minimum 
taxable  income  begins  with  taxable  income,  a  taxpayer  holding  a 
residual  interest  in  a  REMIC  may  have  positive  alternative  mini- 
mum taxable  income  even  where  the  taxpayer  has  a  net  operating 
loss  for  the  year. 

Explanation  of  Provision 

The  bill  provides  that  the  present  law  rule,  that  the  taxable 
income  of  a  REMIC  residual  interest  shall  not  be  less  than  its 
excess  inclusions,  shall  not  apply  for  purposes  of  the  alternative 
minimum  tax.  Accordingly,  the  bill  permits  a  net  operating  loss 
(and  net  operating  loss  carryovers)  to  offset  income  from  excess  in- 
clusions in  computing  alternative  minimum  taxable  income.  Under 
the  bill,  all  taxpayers  subject  to  the  alternative  minimum  tax  will 
pay  a  tax  on  excess  inclusions  at  the  alternative  minimum  tax 
rate,  regardless  of  whether  the  taxpayer  has  a  net  operating  loss. 
The  provision  is  effective  for  taxable  years  beginning  after  Decem- 
ber 31,  1986. 

F.  CONFORMING  AMENDMENTS  RELATING  TO  PENSION  REEMPLOYMENT 
RIGHTS  OF  MEMBERS  OF  THE  UNIFORMED  SERVICES  (SEC.  6102  (j)  OF 
THE  BILL  AND  SEC.  414  OF  THE  CODE) 

Legislative  Background  and  Present  Law 

Veterans '  bill 

H.R.  1578  ("Uniformed  Services  Employment  and  Reemployment 
Rights  Act  of  1991")  was  passed  by  the  House  of  Representatives  on 
May  14,  1991.  The  bill  was  referred  to  the  Senate  Committee  on 
Veterans'  Affairs  on  May  16,  1991.  On  November  7,  1991,  S.  1095 
("Uniformed  Services  Employment  and  Reemployment  Rights  Act 
of  1991")  was  reported  by  the  Senate  Committee  on  Veterans'  Af- 
fairs (S.  Rept.  102-203),  and  is  pending  before  the  Senate. 
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H.R.  1578,  as  passed  by  the  House,  and  S.  1095,  as  reported  by 
the  Senate  Committee  on  Veterans'  Affairs,  each  amend  chapter  43 
of  title  38,  United  States  Code,  to  provide  for  reemployment  rights 
and  benefits  for  individuals  who  serve  in  the  uniformed  services 
(i.e.,  the  United  States  Armed  Forces  or  the  commissioned  corps  of 
the  Public  Health  Service).  Each  of  the  bills  provides,  among  other 
things,  that  service  in  the  uniformed  services  is  considered  service 
with  the  employer  for  retirement  plan  benefit  accrual  purposes; 
the  employer  that  reemploys  the  individual  is  liable  for  funding 
any  resulting  obligation;  and  the  reemployed  individual  is  entitled 
to  any  accrued  benefits  derived  from  employee  contributions  to  the 
extent  that  the  individual  makes  payments  to  the  plan  with  re- 
spect to  the  contributions. 

Internal  Revenue  Code 

Under  the  Internal  Revenue  Code,  overall  limits  are  provided  on 
contributions  and  benefits  under  certain  retirement  plans.  Annual 
additions  with  respect  to  each  participant  under  a  qualified  defined 
contribution  plan  generally  are  limited  to  the  lesser  of  $30,000  or 
25  percent  of  compensation.  Annual  deferrals  with  respect  to  each 
participant  under  an  eligible  deferred  compensation  plan  (sec.  457) 
generally  are  limited  to  the  lesser  of  $7,500  or  33-1/3  of  includible 
compensation.  There  is  no  provision  under  present  law  that  per- 
mits contributions  or  deferrals  to  exceed  these  annual  limits  in  the 
case  of  required  contributions  with  respect  to  a  reemployed 
member  of  the  uniformed  services. 

Other  requirements  for  which  there  is  no  special  provision  for  re- 
quired contributions  with  respect  to  a  reemployed  member  of  the 
uniformed  services  include  the  qualified  plan  nondiscrimination 
and  coverage  rules. 

Qualified  military  benefits  received  by  a  member  or  former 
member  of  the  uniformed  services  are  excludable  from  gross 
income  under  section  134  of  the  Code. 

Explanation  of  Provision 

The  provision  amends  the  Internal  Revenue  Code  to  provide  spe- 
cial rules  in  the  case  of  certain  required  contributions  ("make-up 
contributions")  with  respect  to  a  reemployed  member  of  the  uni- 
formed services.  The  provision  applies  only  with  respect  to  contri- 
butions to  a  qualified  defined  contribution  plan  or  eligible  deferred 
compensation  plan  (sec.  457)  that  are  required  under  chapter  43  of 
title  38,  United  States  Code  ("title  38"). 

Under  the  provision,  if  any  contribution  is  made  by  an  employer 
under  a  qualified  defined  contribution  plan  or  eligible  deferred 
compensation  plan  ("individual  account  plan")  with  respect  to  an 
individual,  and  such  contribution  is  required  by  reason  of  the  indi- 
vidual's rights  under  title  38,  then  such  contribution  is  not  subject 
to  the  generally  applicable  plan  contribution  limits  in  the  year  in 
which  made.8  In  addition,  a  plan  under  which  such  make-up  contri- 


8  However,  the  amount  of  any  make-up  contribution  cannot  exceed  the  aggregate  amount  of 
employer  contributions  that  would  have  been  permitted  under  the  plan  contribution  limits  had 
the  individual  continued  to  be  employed  by  the  employer  during  the  period  of  uniformed  service. 
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bution  is  made  will  not  be  treated  as  failing  to  meet  any  require- 
ment applicable  to  individual  account  plans  (e.g.,  nondiscrimina- 
tion rules)  by  reason  of  the  making  of  such  contribution,  nor  will 
the  make-up  contribution  be  taken  into  account  in  applying  the 
plan  contribution  limits  to  any  other  contribution  made  during  the 
year. 

A  special  rule  applies  in  the  case  of  make-up  contributions  of 
salary  reduction  and  employer  matching  amounts.  Under  the  pro- 
vision, a  plan  that  provides  for  elective  deferrals  will  be  treated  as 
meeting  the  requirements  of  title  38  if  the  employer  permits  reem- 
ployed servicepersons  to  make  additional  elective  deferrals  under 
the  plan  during  the  period  which  begins  on  the  date  of  reemploy- 
ment and  has  the  same  length  as  the  period  of  the  individual's  ab- 
sence due  to  uniformed  service.  The  amount  of  the  additional  defer- 
rals may  not  exceed  the  amount  of  deferrals  that  the  individual 
would  have  been  permitted  to  make  under  the  plan  had  the  indi- 
vidual continued  to  be  employed  by  the  employer  during  the  period 
of  uniformed  service  and  received  compensation  at  the  same  rate 
as  received  from  the  employer  immediately  before  such  service. 

The  employer  is  required  to  match  any  additional  elective  defer- 
rals at  the  same  rate  that  would  have  been  required  had  the  defer- 
rals actually  been  made  during  the  period  of  uniformed  service. 
Additional  deferrals  and  employer  matching  contributions  are 
treated  as  required  employer  contributions  for  purposes  of  the  rule 
exempting  such  contributions  from  the  plan  qualification  rules  de- 
scribed above. 

The  provision  clarifies  that  nothing  in  title  38  is  to  be  construed 
as  requiring  any  earnings  to  be  credited  to  an  employee  with  re- 
spect to  any  contribution  before  such  contribution  is  actually  made. 
In  addition,  nothing  in  title  38  requires  any  make-up  allocation  of 
any  forfeiture,  or  of  any  employer  contribution  which  was  either  (1) 
voluntary  (such  as  a  discretionary  profit-sharing  contribution)  or  (2) 
the  total  amount  of  which  was  determined  without  reference  to  the 
number  of,  or  compensation  of,  plan  participants  before  being  allo- 
cated to  the  accounts  of  participants.  For  example,  make-up  contri- 
butions would  not  be  required  under  a  plan  that  provides  for  a  con- 
tribution of  a  set  dollar  amount,  or  set  percentage  of  profits,  each 
year.  However,  make-up  contributions  would  be  required  under  a 
1  plan  that  provides  for  contributions  based  on  a  percentage  of  par- 
I  ticipants'  compensation.  Any  election  by  an  employer  to  provide 
credit  for  such  amounts  (to  the  extent  permitted  under  title  38)  is 
subject  to  applicable  nondiscrimination  and  other  plan  qualifica- 
tion standards. 

The  provision  also  provides  that  a  plan  may  suspend  repayment 
j  of  a  plan  loan  for  the  period  of  uniformed  service  without  adverse 
consequences  to  the  individual. 

There  has  been  recent  confusion  regarding  the  taxation  of  cer- 
tain cost-of-living  adjustments  to  veterans'  qualified  military  bene- 
fits. The  committee  wishes  to  confirm  that  the  intent  of  section  134 
was  not  to  subject  to  taxation  normal  cost-of-living  adjustments  to 
veterans'  qualified  military  benefits. 
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Effective  Date  ' 

The  provision  is  effective  only  if  the  amendments  to  chapter  43, 
title  38,  United  States  Code,  described  above  (or  substantially  simi-  ex 
lar  amendments  to  such  chapter)  are  enacted  in  the  102nd  Con-  e 
gress.  In  such  case,  the  provision  applies  in  cases  in  which  the  em-  n( 
ployee  is  reemployed  on  or  after  August  1,  1990. 

|S 

G.  EXCLUSION  FROM  INCOME  FOR  COMBAT  ZONE  COMPENSATION  (SEC. 
6102  (1)  (4)  OF  THE  BILL  AND  SEC.  112  OF  THE  CODE) 

Present  Law 

a 

The  Code  provides  that  gross  income  does  not  include  compensa-  a 

tion  received  by  a  taxpayer  for  active  service  in  the  Armed  Forces  « 

of  the  United  States  for  any  month  during  any  part  of  which  the  ti 

taxpayer  served  in  a  combat  zone  (or  was  hospitalized  as  a  result  of  c, 

such  service)  (limited  to  $500  per  month  for  officers).  The  heading  i  j" 

refers  to  ' 'combat  pay,"  although  that  term  is  no  longer  used  to  j  ^ 

refer  to  special  pay  provisions  for  members  of  the  Armed  Forces,  ^ 
nor  is  the  exclusion  limited  to  those  special  pay  provisions  (hazard- 
ous duty  pay  (37  U.S.C.  sec.  301)  and  hostile  fire  or  imminent 
danger  pay  (37  U.S.C.  sec.  310)). 

r 

Explanation  of  Provision 

The  bill  modifies  the  heading  of  Code  section  112  to  refer  to  j  s 
"combat  zone  compensation"  instead  of  "combat  pay".  The  bill  also  j  £ 
makes  conforming  changes  to  cross-references  elsewhere  in  the  i  ^ 
Code. 

H.  ESTATE  TAX  UNIFIED  CREDIT  ALLOWED  NONRESIDENT  ALIENS  UNDER  I  I 
TREATY    (SEC.   6102(f)(1)    OF  THE  BILL,   SEC.   5032(b)(2)    OF  THE  1 
TECHNICAL  AND  MISCELLANEOUS  REVENUE  ACT  OF  1988,  AND  SEC. 
2102(C)  (3)  (A)  OF  THE  CODE) 

Present  Law 

Amount  subject  to  tax  \  \ 

For  U.S.  citizens  and  residents,  the  amount  subject  to  Federal 
estate  and  gift  tax  is  determined  by  reference  to  all  property,  wher- 
ever situated.  For  nonresident  aliens,  the  Code  provides  that  the 
amount  subject  to  Federal  estate  and  gift  tax  is  determined  only  by 
reference  to  property  situated  in  the  United  States. 

The  United  States  has  entered  into  bilateral  treaties  designed  to 
avoid  double  transfer  taxation.  Early  treaties  typically  did  this  by 
providing  rules  for  determining  situs  and  requiring  that  the  State 
of  domicile  allow  a  credit  for  taxes  paid  to  the  situs  country.9  In 
contrast,  treaties  signed  in  the  1980s,  and  the  U.S.  and  OECD 
model  treaties,  exempt  most  property,  wherever  situated,  from  tax- 
ation outside  the  State  of  domicile.10 


9  See  Staff  of  the  Joint  Committee  on  Taxation,  98th  Cong.,  2d  Sess.,  "Explanation  of  Proposed 
Estate  and  Gift  Tax  Treaty  Between  the  United  States  and  Sweden"  8  (1984). 

10  See,  e.g.,  U.S.  Treasury  Model  Estate  and  Gift  Tax  Treaty  (1980),  Article  7,  paragraph  1: 
"Transfers  and  deemed  transfers  by  an  individual  domiciled  in  a  Contracting  State  of  property 

Continued 
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Specific  exemption  and  unified  credit 

Prior  to  the  Tax  Reform  Act  of  1976,  the  Code  allowed  a  "specific 
exemption"  against  the  estate  tax.  The  estate  of  a  U.S.  citizen  or 
resident  was  allowed  an  exemption  of  $60,000,  while  the  estate  of  a 
nonresident  alien  was  allowed  a  lesser  amount.  A  number  of  U.S. 
estate  tax  treaties  ratified  in  the  1950s  allowed  a  nonresident  alien 
a  "specific  exemption"  equal  to  the  exemption  allowed  a  U.S.  citi- 
zen or  resident  multiplied  by  the  percentage  of  the  gross  estate 
subject  to  U.S.  estate  tax  (the  "pro  rata  exemption").11 

The  Tax  Reform  Act  of  1976  replaced  the  specific  exemption  with 
a  unified  credit  of  $47,000  for  the  estate  of  U.S.  citizen  or  resident 
and  $3,600  for  the  estate  of  a  nonresident  alien.  After  1976,  two 
courts  interpreted  the  pro  rata  exemption  allowed  in  the  1950s 
treaties  as  applying  to  the  unified  credit,  i.e.,  as  allowing  a  unified 
credit  no  less  than  the  unified  credit  allowed  a  U.S.  citizen  or  resi- 
dent multiplied  by  the  percentage  of  the  gross  estate  situated  in 
the  United  States  (and  therefore  subject  to  U.S.  estate  tax  under 
those  treaties). 1 2 

The  Technical  and  Miscellaneous  Revenue  Act  of  1988 
("TAMRA")  increased  the  unified  credit  allowed  an  estate  of  a  non- 
resident alien  to  $13,000.  In  so  doing,  TAMRA  provided  that,  "to 
the  extent  required  by  any  treaty,"  the  estate  of  a  nonresident 
alien  is  allowed  a  unified  credit  equal  to  the  unified  credit  allowed 
a  U.S.  citizen  or  resident  multiplied  by  the  percentage  of  the  gross 
estate  situated  in  the  United  States  (Code  sec.  2102(c)(3)(A)).  Thus, 
TAMRA  did  not  override  the  "specific  exemption"  language  of  the 
1950s  treaties,  as  interpreted  by  the  two  courts,  and  could  be  inter- 
preted as  encouraging  the  negotiation  of  pro  rata  unified  credits  in 
future  treaties. 

Explanation  of  Provision 

The  bill  clarifies  that  in  determining  the  pro  rata  unified  credit 
required  by  treaty,  property  exempted  by  the  treaty  from  U.S. 
estate  tax  is  not  treated  as  situated  in  the  United  States.  Under 
this  rule,  a  treaty  granting  a  pro  rata  unified  credit  would  allow  a 
nonresident  alien  the  unified  credit  allowed  a  U.S.  citizen  or  resi- 
dent multiplied  by  the  percentage  of  the  gross  estate  subject  to 
U.S.  estate  tax,  as  modified  by  treaty. 

The  committee  does  not  intend  to  affect  existing  treaties  contain- 
ing pro  rata  exemptions,  because  in  those  treaties  taxation  follows 
situs.  For  future  treaties,  the  committee  intends  that  any  pro  rata 
unified  credit  negotiated  not  exceed  the  proportion  of  the  gross 
worldwide  estate  subject  to  U.S.  estate  and  gift  tax,  as  modified  by 
treaty. 


other  than  property  referred  to  in  Article  5  (Real  Property)  and  6  (Business  Property  of  a  Per- 
manent Establishment  and  Assets  Pertaining  to  a  Fixed  Base  Used  for  the  Performance  of  Inde- 
pendent Personal  Services)  shall  be  taxable  only  in  that  State." 

1 1  See  Rev.  Rul.  81-303,  1981-2  C.B.  255. 

12  See  Mudry  v.  United  States,  11  CI.  Ct.  207  (1986)  (Swiss  treaty);  Burghardt  v.  Commissioner. 
80  T.C.  705  (1983),  affd,  734  F.2d  3  (3d  Cir.  1984)  (Italian  treaty). 
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I.  LIMITATION  ON  DEDUCTION  FOR  CERTAIN  INTEREST  PAID  BY  CORPORA- 
TION   TO    RELATED    PERSON    (SEC.    6102(f)(2)    OF   THE    BILL,  SEC. 


7210(a)  OF  THE  1989  ACT,  AND  SEC.  163  (J)  OF  THE  CODE) 

Present  Law 

Subject  to  certain  limitations,  a  taxpayer  may  deduct  interest 
paid  or  accrued  on  indebtedness  within  a  taxable  year  (sec.  163(a)). 
The  1989  Act  added  a  so-called  "earnings  stripping"  limitation  on 
interest  deductibility  with  respect  to  certain  interest  paid  by  corpo- 
rations to  related  persons  (sec.  163(j)).  If  the  provision  applies  to  a 
corporation  for  a  taxable  year,  it  disallows  deductions  for  certain 
amounts  of  "disqualified  interest"  paid  or  accrued  by  the  corpora- 
tion during  that  year.  If  in  a  taxable  year  a  deduction  is  disal- 
lowed, under  the  provision,  for  an  amount  of  interest  paid  or  ac- 
crued in  that  year,  the  disallowed  amount  is  treated  under  the 
earnings  stripping  provision  as  disqualified  interest  paid  or  accrued 
in  the  succeeding  taxable  year. 1 3 

In  order  for  the  earnings  stripping  provision  to  apply  to  a  corpo- 
ration for  a  taxable  year,  two  thresholds  must  be  exceeded.  To 
exceed  the  first  threshold,  the  corporation  must  have  "excess  inter- 
est expense"  as  that  term  is  defined  in  the  Code  for  this  purpose. 
To  exceed  the  second  threshold,  the  corporation  must  have  a  ratio 
of  debt  to  equity  as  of  the  close  of  the  taxable  year  in  question  (or 
on  any  other  day  prescribed  by  the  Secretary  in  regulations)  that 
exceeds  1.5  to  1.  Excess  interest  expense  is  the  excess  (if  any)  of  the 
corporation's  net  interest  expense  over  the  sum  of  50  percent  of  the 
adjusted  taxable  income  of  the  corporation  plus  any  excess  limita- 
tion carryforward  from  a  prior  year.  Excess  limitation  is  the  excess 
(if  any)  of  50  percent  of  adjusted  taxable  income  over  net  interest 
expense. 

Explanation  of  Provision 

The  bill  provides  that  the  debt-equity  threshold  does  not  apply 
for  purposes  of  applying  the  earnings  stripping  provision  to  a  car- 
ryover of  excess  interest  expense  from  a  prior  taxable  year.  Thus, 
the  bill  clarifies  that  excess  interest  carried  forward  from  a  year  in 
which  the  debt-equity  ratio  threshold  is  exceeded  may  be  deducted 
in  a  subsequent  year  in  which  that  threshold  is  not  exceeded,  but 
only  to  the  extent  that  such  interest  would  not  otherwise  be  treat- 
ed as  excess  interest  expense  in  the  carryforward  year. 

For  example,  assume  that  in  year  1  $20  of  a  corporation's  inter- 
est expense  is  nondeductible  due  to  the  operation  of  the  earnings 
stripping  provision.  The  corporation  carries  forward  the  $20  of  in- 
terest deduction  that  it  could  not  use  in  year  1.  Assume  that  in 
year  2  the  corporation  has  a  debt-equity  ratio  of  1  to  1  and  $50  of 
current  net  and  gross  interest  expense,  all  of  which  is  disqualified 
interest,  and  that  it  earns  $400  of  adjusted  taxable  income.  The  bill 
is  intended  to  clarify  that  the  $20  of  interest  carried  forward  from 


1 3  Disqualified  interest  is  interest  paid  by  a  corporation  to  related  persons  that  are  not  subject 
to  U.S.  tax  on  the  interest  received.  (If,  in  accordance  with  a  U.S.  income  tax  treaty,  interest 
income  of  a  related  person  is  subject  to  a  reduced  rate  of  U.S.  tax,  a  portion  of  the  interest  paid 
to  the  related  person  is  deemed  to  be  interest  on  which  no  tax  is  imposed.) 
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year  1  is  deductible  in  year  2.  This  is  because  $70,  the  sum  of  the 
current  net  interest  expense  for  year  2  ($50)  plus  the  interest  ex- 
pense carried  over  from  year  1  ($20),  does  not  exceed  one-half  of  ad- 
justed taxable  income  in  year  2. 

As  another  example,  assume  that  in  year  2  the  corporation  has  a 
debt-equity  ratio  of  1  to  1  and  $50  of  current  net  and  gross  interest 
expense,  all  of  which  is  disqualified  interest,  and  that  it  earns  $80 
of  adjusted  taxable  income.  The  bill  is  intended  to  clarify  that  the 
$20  of  interest  carried  forward  from  year  1  is  not  deductible  in 
year  2.  This  is  because  the  current  net  interest  expense  for  year  2 
($50)  exceeds  by  $10  one-half  of  adjusted  taxable  income  in  year  2 
($80  divided  by  2,  or  $40).  Therefore,  treating  the  year  1  carryover 
as  an  interest  expense  in  year  2  causes  the  corporation  to  have 
excess  interest  expense  equal  to  $30.  But  for  the  debt-equity  safe 
harbor,  the  corporation  would  have  a  $30  interest  expense  disallow- 
ance in  year  2  if  the  carried  over  amount  were  treated  as  having 
been  paid  in  year  2.  Under  the  bill,  no  actual  year  2  interest  can  be 
disallowed.  However,  under  these  facts,  none  of  the  interest  carried 
over  from  year  1  can  be  deducted  in  year  2.  Instead,  the  interest 
carried  over  from  year  1  is  carried  forward  for  potential  deduction 
(subject  to  the  same  rules  that  applied  to  the  carryforward  in  year 
2)  in  a  year  subsequent  to  year  2. 

As  a  third  example,  assume  that  in  year  2  the  corporation  has  a 
debt-equity  ratio  of  1  to  1  and  $50  of  current  net  and  gross  interest 
expense,  all  of  which  is  disqualified  interest,  and  that  it  earns  $110 
of  adjusted  taxable  income.  The  bill  is  intended  to  clarify  that  $5  of 
interest  carried  forward  from  year  1  is  deductible  in  year  2,  and 
the  other  $15  of  interest  carried  forward  from  year  1  is  not  deducti- 
ble in  year  2.  This  is  because  the  current  net  interest  expense  for 
year  2  ($50)  is  $5  less  than  one-half  of  adjusted  taxable  income  in 
year  2  (one-half  of  $110,  or  $55).  Therefore,  even  if  the  debt-equity 
safe  harbor  had  not  been  met  in  year  2,  the  corporation  would  have 
had  $5  of  excess  limitation  in  year  2  had  there  been  no  carryover 
amount  from  year  1.  On  the  other  hand,  treating  the  year  1  carry- 
over as  an  interest  expense  in  year  2  causes  the  corporation  to 
have  excess  interest  expense  equal  to  $15.  This  $15  may  be  carried 
forward  to  a  subsequent  year. 

J.  BRANCH-LEVEL  INTEREST  TAX  (SEC.  6102(f)  (3)  OF  THE  BILL,  SEC. 
1241  OF  THE  1986  ACT,  AND  SEC.  884  OF  THE  CODE) 

Present  Law 

Interest  paid  (or  treated  as  if  paid)  by  a  U.S.  trade  or  business 
(i.e.,  a  U.S.  branch)  of  a  foreign  corporation  is  treated  as  if  paid  by 
a  U.S.  corporation  and,  hence,  is  U.S.  source  and  subject  to  U.S. 
withholding  tax  of  30  percent,  unless  the  tax  is  reduced  or  elimi- 
nated by  a  specific  Code  or  treaty  provision.  The  Treasury  has  reg- 
ulatory authority  to  limit  U.S.  sourcing,  and  hence  U.S.  withhold- 
ing, to  the  amount  of  interest  reasonably  expected  to  be  deducted 
in  arriving  at  the  U.S.  branch's  effectively  connected  taxable 
income. 

To  the  extent  a  U.S.  branch  of  a  foreign  corporation  has  allocat- 
ed to  it  under  Treasury  Regulation  section  1.882-5  an  interest  de- 
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duction  in  excess  of  the  interest  actually  paid  by  the  branch  (this 
generally  occurs  where  the  indebtedness  of  the  U.S.  branch  is  dis- 
proportionately small  compared  to  the  total  indebtedness  of  the  for- 
eign corporation),  the  excess  is  treated  as  if  it  were  interest  paid  on 
a  notional  loan  to  a  U.S.  subsidiary  (the  U.S.  branch,  in  actuality) 
from  its  foreign  corporate  parent  (the  home  office).  This  excess  is 
subject  to  the  30-percent  tax,  absent  a  specific  Code  exemption  or 
treaty  reduction  (sec.  884(f)(1)(B)). 

These  branch-level  interest  taxes,  along  with  the  branch  profits 
tax,  were  intended  to  reflect  the  view  that  a  foreign  corporation 
doing  business  in  the  United  States  generally  should  be  subject  to 
the  same  substantive  tax  rules  that  apply  to  a  foreign  corporation 
operating  in  the  United  States  through  a  U.S.  subsidiary.14  Where 
a  U.S.  corporation  pays  interest  to  its  foreign  corporate  parent, 
that  interest,  like  the  interest  deducted  by  a  U.S.  branch  of  a  for- 
eign corporation,  is  also  generally  subject  to  a  30-percent  U.S.  with- 
holding tax  unless  the  tax  is  reduced  by  treaty.  In  the  case  of  a 
U.S.  subsidiary  of  a  foreign  parent  corporation,  the  withholding  tax 
applies  without  regard  to  whether  the  interest  payment  is  current- 
ly deductible  by  the  U.S.  subsidiary.  For  example,  deductions  for 
interest  may  be  delayed  or  denied  under  section  163,  263,  263A, 
266,  267,  or  469,  but  it  is  still  subject  (or  not  subject)  to  withholding 
when  paid  without  regard  to  the  operation  of  those  provisions. 

Explanation  of  Provision 

The  bill  provides  that  the  branch  level  interest  tax  on  interest 
not  actually  paid  by  the  branch  applies  to  any  interest  which  is  al- 
locable to  income  which  is  effectively  connected  with  the  conduct  of 
a  trade  or  business  in  the  United  States.  Similarly,  in  the  case  of 
interest  paid  by  the  U.S.  branch,  the  bill  provides  regulatory  au- 
thority to  limit  U.S.  sourcing,  and  hence  U.S.  withholding,  to  the 
amount  of  interest  reasonably  expected  to  be  allocable  to  income 
which  is  effectively  connected  with  the  conduct  of  a  trade  or  busi- 
ness in  the  United  States.  Thus,  where  an  interest  expense  of  a  for- 
eign corporation  is  allocable  to  U.S.  effectively  connected  income, 
but  that  interest  expense  would  not  have  been  fully  deductible  for 
tax  purposes  under  another  Code  provision  had  it  been  paid  by  a 
U.S.  corporation,  the  bill  clarifies  that  such  interest  is  nonetheless 
treated  for  branch  level  interest  tax  purposes  like  a  payment  by  a 
U.S.  corporation  to  a  foreign  corporate  parent.  Similarly,  with 
regard  to  the  Treasury's  regulatory  authority  to  treat  an  interest 
payment  by  a  foreign  corporation's  U.S.  branch  as  though  not  paid 
by  a  U.S.  person  for  source  and  withholding  purposes,  the  bill  clari- 
fies that  the  authority  extends  to  interest  payments  in  excess  of 
those  reasonably  expected  to  be  allocable  to  U.S.  effectively  con- 
nected income  of  the  foreign  corporation. 


14  Staff  of  the  Joint  Committee  on  Taxation,  100th  Cong.,  1st  Sess.,  "General  Explanation  of 
the  Tax  Reform  Act  of  1986,"  at  1036  (1987). 
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K.  DETERMINATION  OF  SOURCE  IN  CASE  OF  SALES  OF  INVENTORY  PROP- 
ERTY (SEC.  6102(f)  (4)  OF  THE  BILL,  SEC.  211  OF  THE  1986  ACT,  AND 
SEC.  865  (b)  OF  THE  CODE) 

Present  Law 

Prior  to  the  1986  Act,  the  source  of  income  derived  from  the  sale 
of  personal  property  generally  was  determined  by  the  place  of  sale 
(commonly  referred  to  as  the  "title  passage"  rule)  (see,  e.g.,  Treas. 
Reg.  sec.  1.861-7,  T.D.  6258,  1957-2  C.B.  368).  While  the  1986  Act 
generally  replaced  the  place-of-sale  rule  for  sales  of  personal  prop- 
erty with  a  residence-of-the-seller  rule  (sec.  865(a)),  the  Act  did  not 
change  the  place-of-sale  rule  for  most  sales  of  inventory  property 
(sec.  865(b)). 

Before  and  after  the  1986  Act,  statutory  rules  for  sourcing 
income  from  inventory  sales  have  included  those  covering  income 
from  (i)  purchasing  inventory  property  outside  the  United  States 
(other  than  within  a  U.S.  possession)  and  selling  it  in  the  United 
States  (sec.  861(a)(6));  (ii)  purchasing  inventory  property  in  the 
United  States  and  selling  it  outside  the  United  States  (sec. 
862(a)(6));  (iii)  selling  outside  the  United  States  inventory  property 
which  has  been  produced  by  the  taxpayer  in  the  United  States  (or 
selling  in  the  United  States  inventory  property  which  has  been  pro- 
duced by  the  taxpayer  outside  the  United  States)  (sec.  863(b)(2)); 
and  (iv)  purchasing  inventory  property  in  a  U.S.  possession  and 
selling  it  in  the  United  States  (sec.  863(b)(3)).  Prior  to  the  1986  Act, 
these  provisions  were  not  limited  in  application  to  income  from 
sales  of  inventory  property,  but  rather  covered  sales  of  personal 
property  generally. 

In  addition  to  statutory  rules  for  sourcing  items  of  income  from 
transactions  involving  inventory  property  specified  in  the  Code, 
such  as  those  listed  above,  the  Code  both  before  and  after  the  1986 
Act  has  contained  other  sourcing  rules  that  do  not  make  specific 
reference  to  property  sales,  and  includes  general  regulatory  author- 
ity to  allocate  and  apportion  between  U.S.  and  foreign  sources 
items  of  gross  income,  expenses,  losses,  and  deductions  other  than 
those  specified  in  sections  861(a)  and  862(a)  (sec.  863(a)).  In  carving 
income  from  the  sale  inventory  property  out  of  the  general  resi- 
dence-of-the-seller rule  of  section  865,  section  865(b)  makes  refer- 
ence to  the  above  statutory  rules  making  specific  reference  to  in- 
ventory property,  but  not  to  the  general  grant  of  regulatory  au- 
thority in  section  863(a). 

Explanation  of  Provision 

The  bill  modifies  the  general  provision  relating  to  the  sourcing  of 
income  from  the  sale  of  personal  property  (section  865)  so  that  the 
cross-reference  to  sourcing  rules  applicable  to  inventory  property 
includes  a  reference  to  all  of  section  863,  rather  than  simply  to  sec- 
tion 863(b).  The  bill  thus  clarifies  that,  to  the  extent  that  the  Secre- 
tary had  general  regulatory  authority  to  provide  rules  for  the 
sourcing  of  income  from  the  sales  of  personal  property  prior  to  the 
1986  Act,  the  Secretary  retains  that  authority  under  present  law 
with  respect  to  inventory  property.  For  example,  this  bill  is  not  in- 
tended to  increase  the  Secretary's  regulatory  authority  under  sec- 
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tion  863(a)  beyond  the  authority  that  he  had  under  the  law  in 
effect  prior  to  the  enactment  of  the  1986  Act.  The  committee  does 
not  intend  that  any  inference  be  drawn  from  this  bill  either  as  to 
the  correctness  of,  or  as  to  the  post-1986  Act  implications  of,  any 
judicial  decision  interpreting  the  scope  of  that  pre-1986  Act  author- 
ity. 

L.  REPEAL  OF  OBSOLETE  PROVISIONS  (SEC.  6102(f)  (5)  OF  THE  BILL,  SEC. 
10202  OF  THE  1987  ACT,  AND  SECS.  6038(a)  (1)  (F)  AND  6038A(b)  (4) 
OF  THE  CODE) 

Present  Law 

A  U.S  person  who  controls  a  foreign  corporation  must  report  cer- 
tain information  related  to  that  foreign  corporation  as  may  be  re- 
quired by  the  Treasury  Secretary  (Code  sec.  6038).  Information  re- 
porting is  also  required  with  respect  to  certain  foreign-owned  do- 
mestic corporations  (Code  sec.  6038A).  Included  under  each  of  these 
information  reporting  provisions  is  a  requirement  to  report  such 
information  as  the  Treasury  Secretary  may  require  for  purposes  of 
carrying  out  the  provisions  of  section  453C.  Section  453C,  relating 
to  certain  indebtedness  treated  as  payment  on  installment  obliga- 
tions (the  so-called  '  'proportional  disallowance  rule"),  was  repealed 
in  the  Revenue  Act  of  1987. 

Explanation  of  Provision 

The  bill  repeals  as  obsolete  the  information  reporting  require- 
ments of  sections  6038  and  6038A  relating  to  section  453C. 

M.  CLARIFICATION  OF  CERTAIN  STADIUM  BOND  TRANSITION  RULE  IN 
TAX  REFORM  ACT  OF  1986  (SEC.  6102(g)  OF  THE  BILL  AND  SEC. 
1317  (3)  (A)  OF  THE  TAX  REFORM  ACT  OF  1986) 

Present  Law 

The  Tax  Reform  Act  of  1986  included  a  transition  rule  authoriz- 
ing tax-exempt  bonds  not  exceeding  $200  million  to  be  issued  by  or 
on  behalf  of  the  City  of  Cleveland,  Ohio,  to  finance  a  stadium.  The 
bonds  were  required  to  be  issued  before  January  1,  1991  (and  were 
so  issued).  As  enacted,  the  rule  required  Cleveland  to  retain  a  re- 
sidual interest  in  the  stadium  following  planned  private  business 
use. 

Explanation  of  Provision 

The  bill  permits  the  residual  interest  in  the  stadium  currently 
held  by  the  City  to  Cleveland  to  be  assigned  to  Cuyahoga  County, 
Ohio,  (the  county  in  which  both  Cleveland  and  the  stadium  are  lo- 
cated) because  of  a  change  in  Ohio  state  law  prior  to  issuance  of 
the  bonds.  The  bill  does  not  extend  the  time  for  issuing  the  bonds 
or  otherwise  affect  the  amount  of  bonds  or  the  location  or  design  of 
the  stadium. 
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N.  HEALTH  CARE  CONTINUATION  RULES  (SEC.  6102(h)  OF  THE  BILL, 
SEC.  7862(C)  (5)  OF  THE  1989  ACT,  SEC.  4980B(f)  (2)  (B)  (i)  OF  THE 
CODE,  SEC.  602(2)  (A)  OF  ERISA,  AND  SEC.  2202(2)  (A)  OF  THE  PUBLIC 
HEALTH  SERVICE  ACT) 

Present  Law 

The  Revenue  Reconciliation  Act  of  1989  (the  "1989  Act")  amend- 
ed the  health  care  continuation  rules  to  provide  that  if  a  covered 
employee  is  entitled  to  Medicare  and  within  18  months  of  such  en- 
titlement separates  from  service  or  has  a  reduction  in  hours,  the 
duration  of  continuation  coverage  for  the  spouse  and  dependents  is 
36  months  from  the  date  the  covered  employee  became  entitled  to 
Medicare.  One  possible  interpretation  of  the  statutory  language, 
however,  would  permit  continuation  coverage  for  up  to  54  months. 
This  extension  of  the  coverage  period  was  not  intended. 

Explanation  of  Provision 

The  bill  amends  the  Code  (sec.  4980B),  title  I  of  the  Employee  Re- 
tirement Income  Security  Act  (sec.  602),  and  the  Public  Health 
Service  Act  (sec.  2202(2)(A))  to  limit  the  continuation  coverage  in 
such  cases  to  no  more  than  36  months.  The  provision  is  effective 
for  plan  years  beginning  after  December  31,  1989. 

Subtitle  B.  Technical  Corrections  Related  to  Social  Security, 
Income  Security  and  Human  Resources,  and  Tariff  and  Cus- 
toms 

part  i — social  security  provisions 

A.  Security  Benefits  for  Disabled  Widows  (sec.  6201(a))  of  the  bill, 

sec.  5103  of  the  1990  Act,  and  1>2  U.S.C.  423(f)(2)) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1990  (P.L.  101-508) 
changed  the  definition  of  disability  for  disabled  widows  to  the  same 
definition  that  applies  to  disabled  workers. 

Explanation  of  Provision 

The  provision  corrects  two  references  to  the  previous  standard 
for  disabled  widows  which  are  now  obsolete  and  which  were  inad- 
vertently left  unchanged  by  OBRA  1990. 

B.  Representative  Payee  Reform  (sec.  6201(b)  of  the  bill  and  sec.  5105 

of  the  1990  Act) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1990  (P.L.  101-508)  im- 
proved the  representative  payee  system  by  requiring  stricter  stand- 
ards to  be  used  by  the  Social  Security  Administration  in  determin- 
ing the  fitness  of  the  representative  payee  applicant  to  manage 
benefit  payments  on  behalf  of  the  beneficiary. 
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Explanation  of  Provision 

The  provision  amends  section  5105(dXD  of  the  Omnibus  Budget 
Reconciliation  Act  to  redesignate  paragraphs  in  section  205(j)  of  the 
Social  Security  Act. 

C.  Coordination  of  Rules  Relating  to  Fees  for  Representatives  of 

Claimants  (for  Social  Security  and  SSI  Benefits  (sec.  6201(c)  of 
the  bill,  sec.  5106  of  the  1990  Act,  42  U.S.C.  406(b)(1)  and  42 
U.S.C.  138S(d)(2)(AXi)) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1990  (P.L.  101-508)  es- 
tablished a  new  streamlined  procedure  for  the  approval  of  fees  for 
representatives  of  claimants  for  title  II  (social  security)  and  title 
XVI  (Supplemental  Security  Income  or  SSI)  benefits.  In  general,  it 
permitted  claimants'  representatives  to  collect  a  fee  of  25  percent 
of  the  total  past-due  benefits,  not  to  exceed  $4,000.  If  a  claimant  is 
concurrently  entitled  to  past-due  benefits  under  both  titles,  a  wind- 
fall offset  reduction  is  applied  to  whichever  benefit  is  paid  second. 
That  is,  benefits  paid  under  one  title  are  reduced  to  account  for 
overlapping  benefits  previously  paid  under  the  other  title. 

Explanation  of  Provision 

The  provision  clarifies  that,  in  concurrent  title  II/title  XVI  cases 
in  which  the  windfall  offset  applies,  a  fee  could  not  be  approved 
under  the  streamlined  procedures  which  is  in  excess  of  25  percent 
of  the  combined  benefits  payable  after  application  of  the  windfall 
offset,  and  such  a  fee  could  not  exceed  $4,000. 

The  provision  would  take  effect  as  if  it  had  been  included  in  the 
Omnibus  Budget  Reconciliation  Act  of  1990. 

D.  Elimination  of  Advanced  Tax  Transfers  (6201(d)  of  the  bill,  sec. 

5115  of  the  1990  Act,  and  42  U.S.C.  401(a)) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1990  (P.L.  101-508) 
eliminated  the  practice  of  crediting  to  the  social  security  trust 
funds,  at  the  start  of  each  month,  the  full  amount  of  social  security 
tax  receipts  which  were  expected  to  be  collected  throughout  the 
month.  The  trust  funds  are  now  credited  with  the  receipts  as  they 
are  collected  throughout  each  month. 

Explanation  of  Provision 

The  provision  amends  section  5115  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990  to  amend  the  last  sentence  of  section  201(a) 
of  the  Social  Security  Act  by  eliminating  the  second  "and"  where  it 
appears  as  a  duplication. 
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PART  II — INCOME  SECURITY  AND  HUMAN  RESOURCES  PROVISIONS 

A.  Children's  Commission  Reporting  Date  (sec.  6211  of  the  bill,  sec. 

4207(k)(6)  and  sec.  5057  of  the  1990  Act) 

Present  Law 

Under  section  1139(d)  of  the  Social  Security  Act,  as  amended  by 
the  Omnibus  Reconciliation  Act  of  1989,  the  National  Commission 
on  Children  is  directed  to  study  and  recommend  to  the  President 
and  the  Congress  ways  to  improve  the  well-being  of  children.  The 
Omnibus  Reconciliation  Act  of  1990  included  two  separate  amend- 
ments to  section  1139(d)  that  were  intended  to  clarify  the  interim 
and  final  reporting  dates  for  the  Commission.  As  enacted,  however, 
the  two  amendments  differ  with  respect  to  the  reporting  date  for 
the  interim  report. 

Explanation  of  Provision 

The  provision  clarifies  that  the  interim  reporting  date  for  the 
Commission  is  March  31,  1990. 
The  provision  would  take  effect  on  the  date  of  enactment. 

B.  Other  Income  Security  and  Human  Resources  Provisions  (sees. 

6212  and  6213  of  the  bill) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Acts  of  1989  and  1990  in- 
cluded a  number  of  provisions  amending  the  Supplemental  Securi- 
ty Income  (SSI)  and  Aid  to  Families  with  Dependent  Children 
(AFDC)  programs. 

Explanation  of  Provisions 

The  provisions  make  several  technical  and  conforming  amend- 
ments related  to  the  SSI  and  AFDC  provisions  enacted  under 
OBRA  1989  and  OBRA  1990,  including  amendments  that  redesig- 
nate sections  of  law  so  that  they  are  appropriately  designated  and 
amendments  that  correct  cross  references.  In  addition,  the  amend- 
ments delete  a  clause  in  Title  XVI  of  the  Social  Security  Act  deal- 
ing with  representative  payee  recordkeeping  and  auditing  require- 
ments for  parents  and  spouses  that  was  deleted  in  Title  II  of  the 
Social  Security  Act  by  section  5105(b)(l)(A)(i)  of  OBRA  1990,  but  left 
inadvertently  in  Title  XVI. 

PART  III — TARIFF  AND  CUSTOMS  PROVISIONS 

A.  Removal  of  GDR  from  Column  2  Rate  List  (sec.  6221(a)(1)  of  the 
bill,  and  General  Note  3(b)  to  the  Harmonized  Tariff  Schedule 
of  the  United  States) 

Present  Law 

General  Note  3(b)  to  the  Harmonized  Tariff  Schedule  of  the 
United  States  (HTS)  lists  "German  Democratic  Republic"  among 
the  list  of  countries  subject  to  column  2  rates  of  duty. 
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Explanation  of  Provision 

Upon  German  reunification,  most-favored-nation  (MFN)  column 
1  treatment  already  granted  to  West  Germany  was  extended  auto- 
matically to  the  former  East  Germany  on  October  31,  1990.  The  bill 
recognizes  the  reunification  of  Germany  and  its  MFN  status  by 
eliminating  reference  to  the  German  Democratic  Republic  from  the 
HTS. 

B.  Tapestry  and  Upholstery  Fabrics  (sec.  6221(a)(2)  of  the  bill;  sec. 

472(b)  of  the  Customs  and  Trade  Act  of  1990;  Part  II,  sec. 
10011(a)  of  the  Omnibus  Budget  Reconciliation  Act  of  1990;  and 
subheading  5112.19.20  to  the  HTS) 

Present  Law 

The  Customs  and  Trade  Act  of  1990  (P.L.  101-382,  hereafter  re- 
ferred to  as  "the  Trade  Act")  added  several  new  HTS  subheadings 
to  headings  5111  and  5112  for  tapestry  fabrics  and  upholstery  fab- 
rics of  a  weight  exceeding  300  grams  per  square  meter.  This  re- 
duced the  tariff  rate  from  36.1  percent  ad  valorem  to  7  percent  ad 
valorem  for  these  fabrics. 

New  HTS  subheading  5112.19.10  was  renumbered  as  5112.19.20 
in  the  Omnibus  Budget  Reconciliation  Act  of  1990  (P.L.  101-508, 
hereafter  referred  to  as  "the  Budget  Reconciliation  Act"). 

Explanation  of  Provision 

Adding  the  words  "of  a  weight  exceeding  300  g/m2  to  HTS  sub- 
heading 5112.19.20  inadvertently  raised  the  column  1  duty  rate  on 
certain  tapestry  and  upholstery  fabrics.  Deleting  these  words  re- 
stores prior  HTS  treatment. 

The  change  applies  retroactively  to  allow  importers  to  apply  for 
reassessment  of  duties  levied  since  October  1,  1990  using  the  higher 
rate. 

C.  Gloves  (sec.  6221(a)(3)  of  the  bill;  Part  II,  sec.  10011,  (a),  (b)(2), 

and  (b)(6)  of  the  Budget  Reconciliation  Act;  and  Chapter  61  and 
62  to  the  HTS) 

Present  Law 

In  the  Budget  Reconciliation  Act,  the  HTS  subheading  6216.00.47 
was  deleted;  6216.00.49  was  redesigned  as  6216.00.52  and  it  was  in- 
dented so  that  it  aligned  with  6216.00.46  (which  had  been  redesig- 
nated from  6216.00.44).  Inadvertently,  the  superior  text  "Other", 
placed  just  above  deleted  6216.00.47,  was  not  stricken. 

The  Budget  Reconciliation  Act  redesignated  6116.10.25  as 
6116.10.45. 

Explanation  of  Provision 

The  word  "Other",  inadvertently  kept  above  the  deleted 
6216.00.47  is  stricken. 

New  HTS  subheading  6116.10.45  is  redesignated  as  6116.10.48  to 
avoid  reusing  a  previously  used  subheading  number. 
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D.  Agglomerate  Stone  Floor  and  Wall  Tiles  (sec.  6221(a)(4)  of  the 

bill,  sec.  484B  and  485(b)  of  the  Trade  Act,  and  subheading 
6810.19.12  to  the  HTS) 

Present  Law 

The  Trade  Act  added  a  new  HTS  subheading  (6810.19.12)  for  ag- 
glomerate marble  floor  tiles.  This  reduced  the  tariff  rate  from  21 
percent  ad  valorem  to  4.9  percent  ad  valorem  for  these  types  of 
tiles. 

The  provision  as  written  only  applies  to  geological  marble  and 
not  to  other  types  of  material  which  may  be  commonly  referred  to 
as  "marble"  but  are  not  recognized  as  such  by  the  Explanatory 
Notes  to  the  HTS. 

Explanation  of  Provision 

The  description  for  HTS  subheading  6810.19.12  is  changed  from 
"agglomerate  marble  tiles"  to  "floor  and  wall  tiles  of  stone  agglom- 
erated with  binders  other  than  cement."  The  rewording  covers  tiles 
produced  from  chips  or  dust  of  various  natural  stones  mixed  with  a 
plastic  resin  binding  material. 

The  change  applies  retroactively  to  allow  importers  to  apply  for 
reassessment  of  duties  levied  since  January  1,  1989  using  the 
higher  rate. 

E.  2,4-Diaminobenzesulfonic  Acid  (sec.  6221(a)(5)  of  the  bill,  sec.  349 

of  the  Trade  Act,  and  subheading  9902.30.43  to  the  HTS) 

Present  Law 

Under  HTS  9902.30.43,  which  grants  a  duty  suspension  to  2,4- 
Diaminobenzesulfonic  acid,  "2911.51.50"  is  cited  as  the  HTS  sub- 
heading that  imports  of  this  chemical  enter  under. 

Explanation  of  Provision 

The  correct  HTS  subheading  that  imports  of  2,4-Diamino-benzen- 
esulfonic  acid  enter  under,  "2921.59.50",  is  now  cited. 

F.  Machines   Used  in  the  Manufacture  of  Bicycle  Parts  (sec. 

6221(a)(6)  of  the  bill,  sec.  439  of  the  Trade  Act,  and  subheading 
9902.84.79  to  the  HTS) 

Present  Law 

The  Trade  Act  suspended  the  duty  on  machines  used  to  manufac- 
ture bicycle  wheels  by  adding  a  new  HTS  subheading,  9902.84.79. 
The  machines  covered  include  "wheeltruing"  and  "rim  punching" 
machines.  Subheading  9902.84.79  refers  only  to  HTS  subheading 
8479.89.90  which  covers  "machines  and  mechanical  appliances." 

Explanation  of  Provision 

Wheeltruing  machines  are  covered  by  HTS  subheading 
9031.80.00  and  rim  punching  machines  are  covered  by  HTS  sub- 
heading 8462.49.00.  These  two  additional  subheadings  are  now  ref- 
erenced in  subheading  9902.84.79. 
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The  change  applies  retroactively  to  allow  importers  to  apply  for 
reassessment  of  duties  levied  since  October  1,  1990. 

G.  Copying  Machines  and  Parts  (sec.  6221(a)(7)  of  the  bill,  sec. 
462(d)(2)  of  the  Trade  Act,  and  subheading  9902.90.90  to  the 
HTS) 

Present  Law 

HTS  subheading  99021.90.90  provides  duty-free  treatment  for 
parts  and  accessories  of  electrostatic  copying  machines.  The  Trade 
Act  amended  9902.90.90  to  cover  parts  and  accessories  intended  for 
attachment  to  electrostatic  copiers.  Subheading  9902.90.90  refers  to 
subheading  8472.90.80  as  the  provision  that  covers  parts  and  acces- 
sories for  attachment  to  electrostatic  copiers. 

Explanation  of  Provision 

Parts  intended  for  attachment  to  electronic  copiers  are  covered 
by  HTS  subheading  8473.40.40  This  additional  subheading  is  now 
referenced  in  subheading  9902.90.90. 

The  change  applies  retroactively  to  allow  importers  to  apply  for 
reassessment  of  duties  levied  since  January  1,  1989  using  the 
higher  rate. 

H.  Clarification  Regarding  the  Application  of  Customs  User  Fees 
(sec.  6222  of  the  bill;  Title  I,  Subtitle  B,  sec.  lll(b)(2)(D)(v)  of  the 
Trade  Act;  subparagraph  (D)  of  sec.  13031(b)(8)  of  the  Consoli- 
dated Omnibus  Budget  Reconciliation  Act  of  1985;  and  19 
U.S.C.  58c(b)(8)(D) 

Present  Law 

An  amendment  to  the  Customs  User  Fee  statute  as  enacted  in 
the  Trade  Act  exempted  the  domestic  value  of  agricultural  prod- 
ucts processed  and  packed  in  a  foreign  trade  zone  from  the  applica- 
tion of  the  ad  valorem  merchandise  processing  fee  (MPF).  The  Cus- 
toms Service  has  interpreted  this  provision  by  ruling  that,  in  the 
absence  of  an  express  provision  to  the  contrary,  the  MPF  would  be 
assessed  on  the  domestic  value  of  all  other  merchandise  (i.e.,  non- 
agricultural)  processed  or  packed  in  a  foreign  trade  zone. 

Explanation  of  Provision 

This  technical  amendment  applies  the  MPF  only  to  the  foreign 
value  of  imported  merchandise  entered  from  a  foreign  trade  zone, 
thereby  clarifying  that  the  user  fee  cannot  be  assessed  against  the 
value  of  domestic  content  of  an  entry.  The  amendment  applies  to 
all  unliquidated  entries  from  foreign  trade  zones  beginning  Decem- 
ber 1,  1986. 
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/.  Technical  Amendments  to  the  Omnibus  Trade  and  Competitive- 
ness Act  of  1988  (sec.  6223  of  the  bill,  sec.  1102(a)  of  the  Omni- 
bus Trade  and  Competitiveness  Act  of  1988,  and  19  U.S.C. 
2902(a)) 

Present  Law 

Section  1102(a)  of  the  Omnibus  Trade  and  Competitiveness  Act  of 
1988  (19  U.S.C.  2902)  (hereafter  referred  to  as  "the  1988  Act")  pro- 
vides the  President  the  authority  to  proclaim  certain  tariff  reduc- 
tions pursuant  to  trade  agreements  with  foreign  countries.  Para- 
graph (a)(2)  provides  the  President  the  authority  to  reduce  tariff 
rates  in  existence  as  of  August  23,  1988,  at  which  time  the  Tariff 
Schedules  of  the  United  States  (TSUS)  were  in  effect.  Pursuant  to 
Title  I,  Subtitle  B  of  the  1988  Act,  the  TSUS  were  replaced  by  the 
HTS  effective  January  1,  1989.  Tariff  negotiations  in  the  Uruguay 
Round  of  Multilateral  Trade  Negotiations  have  been  conducted  on 
the  basis  of  U.S.  tariff  rates  under  the  HTS  rather  than  under  the 
TSUS. 

Explanation  of  Provision 

The  correction  amends  the  1988  Act  to  reflect  the  fact  that  any 
tariff  reductions  that  might  be  proclaimed  by  the  President  pursu- 
ant to  Section  1102(a)  of  the  1988  Act  will  be  based  upon  the  tariff 
rates  under  the  HTS  rather  than  under  the  TSUS. 

J.  Technical  Amendment  to  the  Customs  and  Trade  Act  of  1990  (sec. 
6224  of  the  bill,  sec.  484H(b)  of  the  Trade  Act,  and  19  U.S.C. 
1553  note) 

Present  Law 

The  Trade  Act  provides  for  transportation  in  bond  of  Canadian 
lottery  material. 

Explanation  of  Provision 

The  phrase  "entered  or  withdrawn  from  warehouse  for  consump- 
tion" has  been  replaced  in  the  "Effective  Date"  section  with  "en- 
tered for  transportation  in  bond".  This  had  been  done  to  clarify 
that  Canadian  lottery  material  is  not  entered  into  the  U.S.  for  con- 
sumption. 

TITLE  VII.  INCOME  SECURITY  AND  RELATED  PROGRAMS 

Subtitle  A — Miscellaneous  Improvements  in  the  Old-Age, 
Survivors,  and  Disability  Insurance  Program 

1.  Misuse  of  Symbols,  Emblems  or  Names  Related  to  the  Social  Se- 
curity Administration,  Health  Care  Financing  Administration 
and  the  Department  of  Health  and  Human  Services 

Present  Law 

In  1988,  Congress  enacted  a  provision  prohibiting  the  misuse  of 
words,  letters,  symbols  and  emblems  of  the  Social  Security  Admin- 
istration (SSA)  and  the  Health  Care  Financing  Administration 
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(HCFA,).  The  purpose  of  the  provision  was  to  prohibit  organizations 
from  conveying  the  false  impression  to  recipients  of  mailings  or  so- 
licitations that  the  product  was  endorsed,  approved,  or  authorized 
by  SSA  or  HCFA. 

The  law  permits  the  Secretary  of  Health  and  Human  Services 
(HHS)  to  impose  civil  monetary  penalties  not  to  exceed  $5,000  per 
violation  or,  in  the  case  of  a  broadcast  or  telecast,  $25,000  per  viola- 
tion. The  total  amount  of  penalties  which  may  be  imposed  is  limit- 
ed to  $100,000  per  year. 

Amounts  collected  by  the  Secretary  are  deposited  as  miscellane- 
ous receipts  of  the  Treasury  of  the  United  States. 

In  May  1992,  the  Subcommittee  on  Social  Security  and  the  Sub- 
committee on  Oversight  held  a  joint  hearing  to  examine  the  effec- 
tiveness of  laws  designed  to  prevent  fraud  though  deceptive  adver- 
tising and  solicitation  practices.  Of  particular  interest  to  Members 
of  the  Subcommittees  was  the  adequacy  of  section  1140  of  the 
Social  Security  Act  which  prohibits  the  misuse  of  names,  symbols 
and  emblems  of  SSA  and  HCFA. 

The  Subcommittees  heard  testimony  from  the  Commissioner  of 
the  Social  Security  Administration,  Gwendolyn  King,  and  repre- 
sentatives from  the  Office  of  Inspector  General,  Department  of 
Health  and  Human  Services  and  United  States  Postal  Inspector  as 
well  as  State  Attorney's  General  and  State  Aging  Agencies.  The 
hearing  prompted  development  of  a  proposal  to  strengthen  section 
1140. 

Explanation  of  Provision 

Numerous  witnesses  testified  that,  because  of  the  $100,000 
annual  limit  on  limiting  the  total  amount  of  penalties  that  can  be 
levied  against  individuals  for  violations  of  section  1140  to  $100,000 
per  year  did  not  serve  as  an  adequate  deterrent  to  groups  who  can 
take  in  millions  of  dollars  each  year  by  engaging  in  deceptive  prac- 
tices. The  provision  would  eliminate  the  provision  in  section  1140 
which  provides  for  an  annual  cap  on  penalties,  to  allow  the  Secre- 
tary to  set  fines  at  a  level  which  is  both  reasonable  and  would  pro- 
vide a  strong  deterrent  to  organizations  and  individuals  engaged  in 
deceptive  mailings  and  other  violations  of  section  1140. 

The  provision  would  define  a  "violation"  with  regard  to  mailings 
as  each  individual  piece  of  mail  in  a  mass  mailing.  Regulations  pro- 
mulgated by  the  HHS  Inspector  General  treat  each  piece  of  mail 
addressed  to  specific  individuals  as  a  violation.  However,  the  regu- 
lations define  an  entire  mass  mailing  addressed  to  "resident"  as 
only  one  violation.  The  provision  would  strengthen  the  deterrent 
against  deceptive  mailings  by  making  each  piece  of  mail  a  viola- 
tion. 

Section  1140  would  be  amended  to  include  the  use  of  names,  let- 
ters, symbols  or  emblems  of  the  Department  of  Health  and  Human 
Services  as  protected  items. 

The  provision  would  amend  the  provision  in  current  law,  which 
prevents  a  person  from  using  names  and  symbols  in  a  manner 
which  such  person  "knows  or  should  know  would  convey  a  false  im- 
pression" of  a  relationship  with  SSA,  HCFA,  or  HHS,  to  provide  an 
alternate  standard.  In  addition,  to  the  above  current  standard,  the 
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provision  would  add  a  prohibition  against  the  use  of  the  names  or 
symbols  in  a  manner  which  "reasonably  could  be  interpreted  or 
construed  as  conveying"  a  relationship  to  SSA,  HCFA,  or  HHS. 

In  addition,  the  provision  would  repeal  the  present  law  require- 
ment that  the  Department  of  Health  and  Human  Services  obtain  a 
formal  declination  from  the  Department  of  Justice  (DOJ)  before 
pursuing  a  civil  monetary  penalty  case  under  section  1140.  Since 
section  1140  is  specific  to  activities  related  to  agencies  within  the 
Department  of  Health  and  Human  Services,  there  is  no  danger  of 
overlap  with  other  Department  of  Justice  actions.  Moreover,  the 
Department  of  Justice  has  shown  no  interest  in  pursuing  actions  in 
this  area.  Clearance  from  DOJ  has  only  delayed  the  assessment  of 
penalties. 

The  provision  would  provide  that  penalties  collected  by  the  Sec- 
retary for  violations  of  section  1140  would  be  deposited  in  the  Old- 
Age  and  Survivors  Insurance  Trust  Fund. 

In  response  to  numerous  complaints  from  the  public  generally 
and  concerns  expressed  by  hearing  witnesses  regarding  organiza- 
tions that  offer  to  provide  individuals  with  social  security  forms  for 
a  fee,  the  provision  would  require  groups  to  receive  approval  from 
SSA  in  order  to  engage  in  these  activities.  The  provision  would 
stipulate  that  no  person  may  reproduce,  reprint,  or  distribute  for  a 
fee  any  form,  application,  or  other  publication  of  the  Social  Securi- 
ty Administration  unless  it  has  obtained  specific  written  authoriza- 
tion for  such  activity  in  accordance  with  regulations  prescribed  by 
the  Secretary. 

The  provision  would  provide  that  any  disclaimer  found  on  a 
mailing  or  other  item  would  not  provide  a  defense  against  an 
j  action  for  violation  of  section  1140.  Many  consumers  do  not  read, 
or  cannot  read,  disclaimers  on  mass  mailings.  Similarly,  disclaim- 
ers in  other  forms  of  media  may  not  be  heard  or  understood  by  the 
consumer.  Thus,  the  provision  would  provide  that  any  determina- 
tion of  whether  there  is  a  violation  of  section  1140  shall  be  made 
without  regard  to  a  disclaimer. 

Finally,  the  provision  would  require  the  HHS  Secretary  to  report 
annually  to  the  Congress  detailing  the  number  of  complaints  of  de- 
ceptive practices  received  by  SSA,  the  number  of  cases  in  which 
SSA  sent  a  notice  of  violation  of  this  section  to  an  individual  re- 
questing that  that  individual  cease  misleading  activities,  the 
number  of  cases  referred  by  SSA  to  the  HHS  IG,  the  number  of 
investigations  undertaken  by  the  HHS  IG,  the  number  of  civil  mon- 
etary penalties  formally  proposed  by  the  HHS  IG  in  a  demand 
letter,  the  total  amount  of  civil  monetary  penalties  assessed  during 
the  year,  and  the  total  amount  of  civil  monetary  penalties  deposit- 
ed in  the  OASI  trust  fund  during  the  year.  In  addition,  reflecting 
the  view  of  Subcommittee  Members  that  every  individual  should  be 
afforded  due  process  under  the  law,  the  Secretary  would  be  re- 
quired to  report  to  the  Committee  the  number  of  hearings  request- 
ed by  the  respondents  and  the  disposition  of  these  hearings. 

Effective  Date 
The  provision  would  be  effective  upon  enactment. 
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2.  Clarification  of  Statutory  Requirement  for  Public  Telephone 
Access  to  Local  Social  Security  Offices 

Present  Law 

During  the  late  1980s,  the  Social  Security  Administration  (SSA) 
initiated  a  project  whose  dual  goals  were  to  establish  a  national 
800  number  and  to  terminate  public  telephone  access  to  local  social 
security  offices.  It  implemented  this  project  in  two  steps.  In  Octo- 
ber 1988,  it  integrated  its  37  teleservice  centers  (TSCs)  into  a  na- 
tional telephone  network  that  served  60  percent  of  the  popula- 
tion— in  general,  individuals  living  in  large  urban  areas.  In  Octo- 
ber 1989,  it  extended  toll-free  service  via  the  TSCs  and  four  new 
mega-TSCs  to  the  entire  country.  At  the  same  time,  it  eliminated 
direct  public  access  to  local  social  security  offices  by:  (a)  diverting 
calls  placed  to  them  to  the  800  number,  (b)  removing  general  in- 
quiry telephone  lines,  and  (c)  deleting  office  numbers  from  local 
telephone  directories.  As  a  result,  the  public  was  no  longer  able  to 
call  most  local  offices  directly. 

In  the  Omnibus  Budget  Reconciliation  Act  of  1990  (P.L.  101-508), 
Congress  responded  to  widespread  public  dissatisfaction  with  this 
loss  of  local  service  by  requiring  SSA  to:  (a)  maintain  telephone 
access  to  local  offices  at  the  level  generally  available  as  of  Septem- 
ber 30,  1989,  and  (b)  relist  the  numbers  of  affected  offices  in  local 
telephone  directories.  P.L.  101-508  also  required  the  General  Ac- 
counting Office  to  report  to  Congress  on  the  level  of  public  tele- 
phone access  to  local  offices  following  enactment  of  these  require- 
ments. 

In  September  1991,  the  GAO  reported  that,  while  SSA  has  gener- 
ally complied  with  the  requirement  that  it  relist  local  office  tele- 
phone numbers,  general  inquiry  lines  to  the  offices  targeted  by  P.L. 
101-508  had  decreased  by  30  percent,  or  766  lines,  below  the  level 
that  existed  on  September  30,  1989.  For  those  offices  that  had  lines 
removed,  the  average  loss  was  57  percent.  In  explaining  this  situa- 
tion, SSA  asserted  that  P.L.  101-508  requires  only  that  it  relist 
local  office  numbers,  not  that  it  restore  the  general  inquiry  lines 
used  by  the  public  to  reach  them. 

Explanation  of  Provision 

The  provision  would  make  more  explicit  the  requirement  in  P.L. 
101-508  that  SSA  maintain  public  access  to  its  local  offices  at  the 
level  generally  available  on  September  30,  1989,  by  adding  the  fol- 
lowing sentence  to  the  statute: 

In  carrying  out  the  requirements  of  the  preceding  sen- 
tence, the  Secretary  shall  reestablish  and  maintain  in 
service  the  same  number  of  telephone  lines  to  each  such 
local  office  which  were  in  place  as  of  such  date,  including 
telephone  sets  for  connections  to  such  lines. 

Thus,  SSA  would  be  required  to  reinstall  to  the  appropriate  local 
offices  the  766  public  inquiry  lines  which  were  in  service  in  these 
offices  on  September  30,  1989,  thereby  achieving  the  objective  of  re- 
stored public  access  that  Congress  intended  in  enacting  P.L.  101- 

508. 
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To  avoid  any  curtailment  of  national  800-number  service,  the 
provision  would  require  that  SSA  maintain  its  toll-free  service  at  a 
level  at  least  equal  to  that  in  effect  on  June  18,  1992. 

Effective  Date 

The  provision  relating  to  local  telephone  access  would  be  effec- 
tive as  if  included  in  section  5110(a)  of  P.L.  101-508.  The  provision 
relating  to  toll-free  service  would  be  effective  upon  enactment. 

3.  Social  Security  Exclusion  for  Election  Workers 

Present  Law 

Election  workers  who  earn  less  than  $100  per  year  are  subject  to 
three  social  security  exclusions:  (a)  at  the  option  of  a  State,  they 
may  be  excluded  from  the  State's  voluntary  coverage  agreement 
with  the  Secretary  of  Health  and  Human  Services  (HHS);  (b)  they 
are  excluded  from  the  requirement  that  State  and  local  workers 
hired  after  March  31,  1986,  pay  the  hospital  insurance  portion  of 
the  social  security  tax  (1.45  percent);  and  (c)  they  are  excluded  from 
the  requirement  in  the  Omnibus  Budget  Reconciliation  Act  of  1990 
(P.L.  101-508)  that  State  and  local  workers  who  are  neither  covered 
by  a  State  or  local  retirement  system  nor  by  a  voluntary  agree- 
ment pay  the  full  social  security  tax  (7.65  percent). 

Explanation  of  Provision 

These  three  exclusions  would  be  increased  to  apply  to  election 
workers  with  annual  earnings  of  up  to  $1,000,  rather  than  the  cur- 
rent $100;  and  the  new  exempt  amount  would  be  indexed  for  in- 
creases in  wages  in  the  economy. 

Effective  Date 

The  increased  exclusions  would  apply  to  service  performed  on  or 
after  January  1,  1993.  In  addition,  a  transition  rule  would  exclude 
election  worker  earnings  for  the  period  October  1,  1992,  through 
December  31,  1992,  if  they  did  not  exceed  $500. 

4.  Social  Security  Coverage  of  Non-Cash  Agricultural  Wages 

Present  Law 

Non-cash  remuneration  paid  to  agricultural  workers  is  excluded 
from  covered  wages  under  the  Social  Security  Act.  The  legislative 
history  of  this  exclusion,  which  was  enacted  in  1950,  indicates  that 
it  was  intended  to  apply  to  such  items  as: 

*  *  *  lodging,  food,  clothing,  agricultural  or  horticultural 
commodities,  or  car  tokens  or  weekly  transportation 
passes. 

There  is  evidence  that  the  use  of  this  exclusion  for  tax  avoidance 
has  increased  sharply  in  recent  years.  Articles  and  ads  in  agricul- 
tural tax  and  accounting  journals,  for  example,  describe:  (a)  buy- 
back  arrangements,  in  which  farm  employers  pay  employees  with 
commodity  storage  receipts  which  they  later  redeem  for  cash,  (b) 
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prearranged  sales,  in  which  farm  employers  give  workers  tempo- 
rary, paper  possession  of  agricultural  products  such  as  live  hogs, 
mink  pelts,  grain,  or  milk  whose  sale  they  have  already  arranged; 
and  (c)  hybrid  "ownership"  arrangements,  in  which  an  employer 
pays  a  worker  with  a  portion  of  a  commodity  shipment  to  market 
and  subsequently  shares  the  proceeds  from  the  sale. 

While  these  schemes  can  avoid  social  security  taxes  in  the  short 
run,  they  also  prevent  farm  workers  from  accumulating  the  quar- 
ters of  coverage  needed  to  qualify  for  social  security  benefits.  This 
loss  of  coverage  can  have  severe  consequences,  since  few  agricultur- 
al workers  have  alternative  retirement  or  disability  protection. 

Explanation  of  Provision 

In  general,  the  provision  would  expand  the  definition  of  social  se- 
curity covered  wages  to  include  non-cash  remuneration  paid  to  ag- 
ricultural workers.  An  exception  would  be  provided  for  meals  and 
lodging  furnished  on  the  premises  of  the  employer  and,  in  the  case 
of  seasonal  workers,  temporary  lodging  furnished  in  reasonable 
proximity  to  the  employer's  premises.  In  addition,  non-cash  remu- 
neration would  be  subject  to  the  tax  thresholds  that  now  apply  to 
agricultural  cash  wages — in  general,  the  lesser  of  $150  per  worker 
or  $2,500  for  the  employer. 

In  addition,  provisions  of  existing  law  would  exclude  certain 
other  non-cash  remuneration  from  social  security  tax:  (1)  Payments 
to  sharecroppers  would  be  unaffected  since  sharecroppers  are  treat- 
ed as  self-employed;  (2)  Small  amounts  of  non-cash  remuneration 
for  which  record  keeping  would  be  '  'unreasonable  or  administra- 
tively burdensome"  would  be  excluded  as  de  minimis  fringe  bene- 
fits by  section  132  of  the  Internal  Revenue  Code;  and  (3)  fringe  ben- 
efits related  to  job  performance — for  example,  a  vehicle,  fuel,  or 
special  clothing — would  be  excluded  as  working-condition  fringe 
benefits  under  section  132. 

Effective  Date 

The  provision  would  apply  to  remuneration  paid  after  December 
31,  1992. 

5.  Use  of  Social  Security  Numbers  for  Jury  Selection 
Present  Law 

The  Privacy  Act  of  1974  prohibits  States  from  requiring  individ- 
uals to  provide  social  security  numbers  for  identification  purposes 
unless  the  State  was  doing  so  prior  to  January  1,  1975,  or  the  State 
is  specifically  permitted  to  do  so  under  Federal  law.  The  Social  Se- 
curity Act  currently  authorizes  States  to  use  the  social  security 
number  in  administration  of  any  tax,  general  public  assistance  and 
driver's  license  or  motor  vehicle  registration  law  within  its  jurisdic- 
tion. Other  Federal  statutes  authorize  the  State  use  of  the  social 
security  number  for  other  purposes. 

Currently,  courts  utilize  jury  source  lists  within  their  jurisdiction 
to  select  jurors.  Source  lists  (most  commonly  made  up  of  lists  of  li- 
censed drivers  and  registered  voters)  are  usually  computer  tapes 
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merged  by  the  courts  to  form  one  pool— or  master  list— from  which 
jurors  are  selected. 

Court  administrators  and  judges  believe  that  these  lists  would  be 
more  reliable  if  the  courts  could  use  social  security  numbers  to 
enable  computers  to  identify  and  eliminate  duplicate  names  as  the 
lists  are  being  merged.  States  which  are  permitted  under  current 
law  to  collect  social  security  numbers  for  purposes  such  as  driver's 
licenses  and  voter  registration  are  not  allowed  to  use  those  social 
security  numbers  for  other  purposes  such  as  refining  jury  selection 
master  lists,  unless  the  court  was  using  the  social  security  number 
for  that  purpose  before  the  Privacy  Act  took  effect. 

Current  law  likewise  prevents  States  from  using  the  social  secu- 
rity number  to  run  the  merged  list  against  computerized  lists  of 
convicted  felons  in  order  to  eliminate  these  individuals  from  jury 
pools. 

Explanation  of  Provision 

The  provision  would  permit  States  which  already  collect  social 
security  numbers  for  purposes  permitted  under  current  law  to  use 
those  numbers  to  eliminate  duplicate  names  and  names  of  convict- 
ed felons  from  jury  source  lists. 

Effective  Date 
The  provision  would  be  effective  upon  enactment. 

6.  Authority  for  Optional  Social  Security  Coverage  of  Police 
Officers  and  Firefighters  under  a  Retirement  System 

Present  Law 

In  general,  employees  of  State  and  local  governments  who  par- 
ticipate in  a  public  retirement  system  can  be  brought  under  social 
security  by  means  of  voluntary  agreements  entered  into  by  the 
States  with  the  Secretary  of  Health  and  Human  Services. 

However,  the  State  option  to  obtain  social  security  coverage  for 
police  officers  and  firefighters  who  are  under  a  public  retirement 
system  applies  only  in  24  States  that  are  named  in  the  Social  Secu- 
rity Act.  (An  additional  option  applies  with  respect  to  firefighters 
only:  any  State  may  obtain  coverage  for  them  if  the  governor  certi- 
fies that  it  would  improve  the  overall  benefit  protection  of  fire- 
fighters in  the  coverage  group  and  a  referendum  is  held  among  the 
group  under  authorization  of  the  State).  The  Act  also  provides  that, 
in  the  24  named  states,  social  security  coverage  can  be  obtained 
only  after  a  state-sponsored  referendum. 

Explanation  of  Provision 

The  provision  would  extend  to  all  States  the  option  to  provide 
police  officers  and  firefighters  who  participate  in  a  public  retire- 
ment system  with  social  security  coverage  under  their  voluntary 
agreements  with  the  Secretary  of  HHS.  The  existing  requirement 
for  a  referendum  held  under  the  authority  of  the  State  would  con- 
tinue to  apply. 
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Effective  Date 

The  provision  would  apply  with  respect  to  State  requests  made 
after  enactment. 

7.  Limited  Exemption  from  SEC  A  for  American  Ministers  Working 
and  Resident  in  Canada 

Present  Law 

Section  233(c)(1)  of  the  Social  Security  Act  authorizes  the  Presi- 
dent to  enter  into  '  'totalization  agreements"  with  foreign  countries 
to  coordinate  entitlement  to  social  security  benefits  in  the  U.S. 
with  pension  benefits  in  those  foreign  countries.  The  law  requires 
that  international  agreements  concluded  pursuant  to  that  section 
provide  for  the  elimination  of  dual  coverage  of  work  under  the 
social  security  systems  of  the  United  States  and  another  country. 

Article  V(7)  of  the  totalization  agreement  between  the  United 
States  and  Canada  provides  that  individuals  considered  self-em- 
ployed by  the  United  States  who  are  American  citizens  but  are 
residents  of  Canada  are  covered  only  under  the  Canadian  Pension 
Plan. 

Under  the  Social  Security  Act,  an  individual  who  is  a  duly  or- 
dained, commissioned,  or  licensed  minister  of  a  church  or  a 
member  of  a  religious  order  is  generally  considered  self-employed 
for  social  security  payroll  tax  purposes  and  subject  to  SECA  taxes. 

The  Canadian  social  insurance  program  treats  ministers  as  em- 
ployees of  the  church  rather  than  self-employed. 

Prior  to  the  1984  totalization  agreement  with  Canada,  duly  or- 
dained and  licensed  ministers  who  were  American  citizens  but  resi- 
dents of  Canada  were  required  to  pay  SECA  taxes  to  the  United 
States  and  social  security  taxes  to  Canada. 

In  some  cases,  ministers  who  were  American  citizens  but  resi- 
dents of  Canada  failed  to  file  tax  returns  or  pay  SECA  tax  believ- 
ing that  they  were  not  required  to  do  so  because  they  were  paying 
into  the  Canadian  Pension  Plan  as  residents  of  Canada.  The  Inter- 
nal Revenue  Service  has  assessed  taxes  and  penalties  against  those 
ministers  who  failed  to  file  a  return  and  pay  the  required  taxes. 
Thus,  although  the  totalization  agreement  now  prevents  these  min- 
isters from  being  taxed  in  two  countries  on  the  same  earnings,  they 
remain  liable  for  pre- 1984  taxes. 

Explanation  of  Provision 

The  provision  would  exempt  ministers  who  were  American  citi- 
zens and  residents  of  Canada,  prior  to  the  1984  totalization  agree- 
ment between  the  United  States  and  Canada,  and  who  failed  to  file 
a  tax  return  or  pay  SECA  taxes,  from  the  payment  of  such  taxes  or 
related  penalties  owed  to  the  United  States. 

In  addition,  the  provision  provides  that  the  ministers'  social  secu- 
rity earnings  records  would  not  be  credited  for  years  in  which  the 
SECA  tax  was  not  paid. 
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Effective  Date 

The  provision  would  be  effective  for  individuals  who  meet  the  re- 
quirements of  the  statute  and  who  file  a  certificate  with  the  Inter- 
nal Revenue  Service  within  six  months  after  the  IRS  issues  regula- 
tions implementing  this  provision.  The  certificate  shall  be  effective 
for  taxable  years  1979  through  1984. 

8.  Totalization  Benefits  and  the  Windfall  Elimination  Provision 

Present  Law 

The  President  is  authorized  to  enter  into  "totalization  agree- 
ments" with  foreign  countries.  If  an  individual  has  worked  under 
social  security  systems  in  both  the  U.S.  and  a  foreign  country  with 
which  the  U.S.  has  an  agreement,  but  has  not  worked  long  enough 
to  qualify  for  a  benefit,  a  totalization  agreement  allows  the  individ- 
ual's coverage  under  both  systems  to  be  combined,  or  "totalized," 
in  order  for  one  country  (or  both)  to  pay  a  benefit.  Benefits  paid 
under  a  totalization  agreement  are  generally  prorated  to  take  ac- 
count of  the  fact  that  the  person  did  not  work  for  an  entire  career 
under  the  system  that  is  paying  benefits. 

The  windfall  elimination  provision  (WEP)  is  applied  to  the  com- 
putation of  social  security  benefits  for  workers  who  are  eligible  for 
both  social  security  and  a  pension  from  work  not  covered  by  social 
security.  Under  the  WEP,  a  different  benefit  formula  yielding  a 
lower  amount  is  used  to  calculate  the  worker's  social  security  bene- 
fit. (Due  to  the  weighting  of  the  social  security  benefit  formula 
toward  workers  with  lower  lifetime  wages,  workers  with  many 
years  of  work  not  covered  by  social  security  would  receive  a  wind- 
fall in  their  social  security  benefit  in  the  absence  of  the  WEP.) 

The  WEP  applies:  (1)  in  the  computation  of  some  U.S.  totaliza- 
tion benefits,  and  (2)  in  the  computation  of  regular  U.S.  social  secu- 
rity benefits  if  the  individual  receives  a  foreign  totalization  benefit. 

With  respect  to  U.S.  totalization  benefits,  the  benefit  is  prorated 
(to  account  for  the  fact  that  the  worker  did  not  work  his  or  her 
entire  career  under  the  U.S.  social  security  system),  and  in  this 
way  the  weighting  of  the  benefit  formula  is  largely  removed.  Thus, 
the  application  of  the  WEP  in  this  instance  is  inappropriate. 

With  respect  to  the  calculation  of  regular  U.S.  benefits  when  the 
individual  also  receives  a  foreign  totalization  benefit,  application  of 
the  WEP  is  also  inappropriate.  This  is  because  a  foreign  pension 
that  is  based  in  part  on  U.S.-covered  work  should  not  be  considered 
a  pension  based  on  non-covered  employment  for  purposes  of  trig- 
gering application  of  the  WEP. 

Explanation  of  Provision 

The  provision  would  disregard  the  Windfall  Elimination  Provi- 
sion: 1)  in  computing  any  U.S.  totalization  benefit,  and  2)  in  com- 
puting the  amount  of  a  regular  U.S.  benefit  of  an  individual  who 
receives  a  foreign  totalization  benefit  based  in  part  on  U.S.  employ- 
ment and  who  does  not  receive  any  other  pension  which  is  based 
on  noncovered  employment. 
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Effective  Date 

The  provision  would  be  effective  with  respect  to  benefits  payable 
for  months  after  October,  1992. 

9.  Exclusion  of  Military  Reservists  from  Application  of  the  Govern- 
ment Pension  Offset  and  the  Windfall  Elimination  Provision 

Present  Law 

The  Government  Pension  Offset  (GPO)  and  the  Windfall  Elimi- 
nation Provision  (WEP)  are  intended  to  reduce  social  security  bene- 
fits payable  to  an  individual  who  qualifies  for  both  a  social  security 
benefit  and  a  pension  based  on  employment  not  covered  by  social 
security. 

The  WEP  reduces  a  worker's  social  security  retirement  or  dis- 
ability benefit  in  cases  where  the  worker  is  receiving  both  a  social 
security  benefit  and  a  pension  based  on  employment  not  covered  by 
social  security.  The  WEP  is  designed  to  eliminate  the  windfall  re- 
sulting from  the  weighted  social  security  benefit  formula  which  is 
intended  to  replace  a  higher  proportion  of  wages  for  low-earning 
workers  than  for  high-earning  workers. 

Active  military  service  became  covered  under  social  security  in 
1957.  Inactive  duty  by  reservists  (such  as  weekend  drills)  became 
covered  under  social  security  in  1988.  A  pension  based  either  type 
of  service  (active  or  inactive),  if  performed  before  1957,  does  not 
trigger  the  WEP.  The  only  military  pension  which  triggers  the 
WEP  is  a  pension  based  on  inactive  duty  after  1956  and  before 
1988.  This  produces  arbitrary  and  inequitable  results  for  a  small, 
closed  group  of  people  who  receive  military  pensions  based,  at  least 
in  part,  on  noncovered  military  reserve  duty  after  1956  and  before 
1988. 

Under  the  GPO,  spouse's  and  widow(er)'s  benefits  received  by  an 
individual  based  on  his  or  her  spouse's  social  security-covered  work 
are  reduced  by  two-thirds  of  the  amount  of  any  government  pen- 
sion to  which  the  individual  is  entitled  based  on  his  or  her  own 
work  in  a  government  job  not  covered  under  social  security. 

In  general,  an  individual  is  exempt  from  the  GPO  if  the  last  day 
of  his  or  her  work  in  a  government  job  was  covered  by  social  secu- 
rity. Thus,  reservists  who  retired  from  military  service  before  1988 
may  be  arbitrarily  subject  to  the  GPO  depending  on  whether  the 
last  day  of  their  duty  status  happened  to  be  covered  (active  duty, 
such  as  two-week  training  duty)  and  therefore  exempt  from  the 
GPO  or  not  covered  (inactive  duty)  and  therefore  subject  to  the 
GPO. 

Explanation  of  Provision 

The  provision  would  provide  that  military  pensions  based  on 
service  performed  in  the  military  reserves  before  1988  would  not 
trigger  application  of  the  GPO  or  WEP  to  the  individual's  social  se- 
curity benefits. 
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Effective  Date 

The  provision  would  be  effective  with  respect  to  benefits  payable 
for  months  after  October,  1992. 

10.  Elimination  of  Rounding  Distortion  in  the  Calculation  of  the 
Contribution/Benefit  Bases  and  Earnings  Test  Exempt  Amounts 

Present  Law 

The  OASDI  contribution  and  benefit  base,  the  HI  contribution 
base,  and  the  social  security  earnings  test  exempt  amounts  are  ad- 
justed automatically  each  year  based  on  a  formula  that  reflects  in- 
creases in  average  wages  in  the  economy.  The  amounts  that  result 
from  applying  the  formula  are  rounded  to  the  nearest  multiple  of 
$300  in  the  case  of  the  OASDI  contribution  and  benefit  base  and 
the  HI  contribution  base  and  to  the  nearest  multiple  of  $10  in  the 
case  of  the  monthly  earnings  test  exempt  amounts.  Because  each 
annual  increase  is  based  on  the  rounded  amount  for  the  preceding 
year,  this  procedure  can  result  in  distortions  over  time  that  are  un- 
predictable and  attributable  solely  to  the  cumulative  effects  of 
rounding. 

Explanation  of  Provision 

The  provision  would  designate  1992  (or  any  later  year  for  which 
an  increase  other  than  an  automatic  increase  is  effective)  as  the 
base  year  to  be  used  in  calculations  of  the  OASDI  contribution  and 
benefit  base,  HI  contribution  base,  and  the  social  security  earnings 
test  exempt  amounts  for  all  years  following  1992.  The  adjustment 
of  these  amounts  would  then  be  linked  more  closely  to  changes  in 
average  wage  levels  and  be  consistent  with  the  method  used  to 
adjust  other  wage-indexed  program  amounts,  such  as  the  amount 
required  for  a  quarter  of  coverage. 

Effective  Date 

The  provision  would  apply  to  determinations  of  the  OASDI  con- 
tribution and  benefit  base  and  HI  contribution  base  for  years  after 
1992  and  to  determinations  of  the  social  security  earnings  test 
exempt  amounts  for  taxable  years  ending  after  1992. 

11.  Repeal  of  Facility-of-Payment  Provision 

Present  Law 

As  a  general  rule,  when  an  individual  receiving  benefits  as  the 
dependent  of  a  worker  has  a  deduction  in  his  or  her  benefits— for 
example,  due  to  the  earnings  test— and  the  Maximum  Family  Ben- 
efit rule  applies,  the  withheld  benefits  are  redistributed  and  paid  to 
the  other  dependents.  (The  Maximum  Family  Benefit,  or  MFB,  is  a 
limit  on  the  total  amount  of  benefits  which  can  be  paid  on  a  work- 
er's record  to  the  worker  and  his  or  her  dependents). 

However,  if  all  of  the  dependents  are  living  in  the  same  house- 
hold, the  affected  individual's  benefit  check  is  not  actually  with- 
held; instead,  the  individual  receives  a  notice  from  the  Social  Secu- 
rity Administration  accompanying  the  benefit  check.  This  notice 
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explains  that  the  beneficiary  is  subject  to  a  benefit  deduction  and 
should  not  actually  receive  the  benefit  check.  However,  the  benefit 
is  being  paid  with  the  understanding  that  it  is  for  the  use  and  ben- 
efit of  the  other  dependent  beneficiaries.  This  procedure  is  known 
as  the  facility-of-payment  provision. 

Although  the  facility-of-payment  provision  was  intended  as  an 
administrative  simplification,  it  in  fact  requires  complex  computa- 
tions that  are  error-prone  and  difficult  to  automate.  Further,  the 
facility-of-payment  provision  confuses  beneficiaries. 

In  cases  where  all  of  the  dependent  beneficiaries  are  not  residing 
in  the  same  household,  the  facility-of-payment  provision  does  not 
apply  and  the  withheld  benefits  are  redistributed  and  paid  directly 
to  the  remaining  dependents. 

Explanation  of  Provision 

The  facility-of-payment  provision  would  be  repealed.  A  benefici- 
ary who  is  subject  to  a  deduction  would  have  his  or  her  benefits 
withheld,  and  the  withheld  amount  would  be  redistributed  and 
paid  directly  to  the  other  dependents. 

Effective  Date 

The  provision  would  be  effective  for  benefits  for  months  after  De- 
cember, 1993. 

12.  Application  of  Subsequent  Entitlement  Guarantee  to  Maxi- 
mum Family  Benefits 

Present  Law 

A  guarantee  is  provided  for  workers  who  receive  disability  bene- 
fits, then  stop  receiving  disability  benefits,  and  subsequently 
become  reentitled  to  benefits  due  to  death,  retirement  or  disability. 
This  "subsequent  entitlement  guarantee"  provides  that  the  basic 
benefit  amount  (the  Primary  Insurance  Amount,  or  PIA)  of  a 
worker  who  becomes  reentitled  to  benefits  or  dies  (thereby  enti- 
tling his  or  her  survivors)  cannot  be  less  than  the  PIA  in  effect  in 
the  last  month  of  the  worker's  prior  entitlement  to  disability  bene- 
fits. 

Due  to  a  drafting  error  in  the  1977  Social  Security  Amendments, 
when  this  guarantee  was  created,  the  guarantee  does  not  extend  to 
the  Maximum  Family  Benefit  (MFB)  payable  on  the  worker's 
record,  which  is  determined  based  upon  the  PIA.  (The  MFB  is  a 
limit  on  the  total  amount  of  benefits  which  may  be  paid  on  a  work- 
er's record  to  the  worker  and  his  or  her  dependents.)  As  a  result, 
the  MFB  which  is  payable  when  the  worker  becomes  reentitled  to 
benefits  or  dies  may  be  less  than  the  MFB  payable  in  the  last 
month  of  the  worker's  prior  entitlement  to  disability  benefits. 

Explanation  of  Provision 

The  provision  would  make  a  conforming  change  in  the  Maximum 
Family  Benefit,  so  that  the  guaranteed  PIA  would  be  the  basis  for 
calculating  the  guaranteed  MFB. 
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Effective  Date 

The  provision  would  be  effective  for  the  MFB  of  workers  who 
become  reentitled  to  benefits  or  die  (after  previously  having  been 
entitled)  after  October,  1992. 

13.  Disclosure  of  Social  Security  Administration  Information  for 
Epidemiological  Research 

Present  Law 

Current  law  prohibits  Federal  agencies  from  releasing  personal 
information  contained  in  an  individual  file  without  the  written 
consent  of  the  individual. 

Prior  to  the  1989  Supreme  Court  decision  United  States  Depart- 
ment of  Justice  v.  Reporters  Committee  for  Freedom  of  the  Press 
(Reporters  Committee),  the  Social  Security  Administration  (SSA) 
would  permit  disclosure  of  personally  identifiable  information  to 
epidemiological  researchers  believing  that  it  was  permitted  to  do  so 
under  the  Freedom  of  Information  Act  (FOIA).  Disclosure  of  per- 
sonal information  is  permitted  under  FOIA  when  the  public  inter- 
est served  by  the  disclosure  outweighs  the  privacy  interest  served 
by  withholding  the  information. 

In  the  Reporters  Committee  decision,  the  Supreme  Court  restrict- 
ed disclosures  of  personally  identifiable  information  under  FOIA, 
ruling  that  disclosure  of  personal  information  serves  the  public  in- 
terest only  when  the  requested  information  gives  the  public  insight 
into  the  Federal  government's  performance  of  its  statutory  duties. 

As  a  result  of  the  Reporters  Committee  decision,  SSA  has  discon- 
tinued the  practice  of  disclosing  information  from  its  files  to  epide- 
miological researchers. 

Epidemiological  research  examines  specific  risk  factors  (such  as 
exposure  to  chemical  agents  or  specific  medical  treatments)  that 
may  cause  disease  by  measuring  the  effect  of  these  factors  on  a 
known  population.  For  example,  medical  researchers  may  need  to 
know  which  members  of  a  research  population  have  died  or  in 
which  state  they  died  (in  order  to  follow-up  on  the  cause  of  death). 
The  information  is  usually  requested  by  private  researchers  and 
colleges  and  universities  conducting  research  on  behalf  of  private 
entities. 

Explanation  of  Provision 

The  provision  would  require  SSA,  under  certain  circumstances, 
to  disclose  limited  personally  identifiable  information  for  epidemio- 
logical research  purposes  only. 

Under  the  provision,  SSA  would  be  required  to  comply  with  re- 
quests for  information  showing  whether  an  individual  is  alive  or 
deceased.  However,  the  requestor  must  meet  two  requirements:  (1) 
the  information  must  be  for  epidemiological  or  similar  research 
which  the  Secretary  has  determined  shows  a  reasonable  promise  of 
contributing  to  a  national  health  interest;  and  (2)  the  requestor 
must  agree  to  reimburse  the  Secretary  for  providing  such  informa- 
tion and  agree  to  comply  with  limitations  on  safeguarding  and  rer- 
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elease  or  redisclosure  of  such  information,  as  specified  by  the  Sec- 
retary. 

Effective  Date 
The  provision  would  be  effective  upon  enactment. 

Subtitle  B — Human  Resources  Amendments 

PART  I — FOSTER  CARE  AND  CHILD  WELFARE 

1.  Permanent  Extension  of  Foster  Care  Independent  Living 
Program  (Sec.  7101) 

Present  Law 

The  Budget  Reconciliation  Act  of  1985  established  the  independ- 
ent living  program,  a  State  entitlement  program  under  title  IV-E 
of  the  Social  Security  Act,  to  help  States  provide  services  in  fiscal 
years  1987  and  1988  to  facilitate  the  transition  of  title  IV-E  foster 
children  ages  16  and  over  to  independent  living.  The  Technical  and 
Miscellaneous  Revenue  Act  of  1988  extended  the  independent 
living  program  through  fiscal  year  1989,  and  expanded  it  to  apply, 
at  State  option,  to  all  children  ages  16  and  over  in  foster  care,  in- 
cluding those  who  are  not  receiving  AFDC  foster  care  payments.  It 
was  also  expanded  to  apply  for  up  to  6  months  after  foster  care 
payments  or  foster  care  ends  for  children  whose  care  or  payments 
ended  on  or  after  they  became  age  16. 

The  Omnibus  Budget  Reconciliation  Act  of  1989  extended  the  au- 
thorization for  the  independent  living  program  through  fiscal  year 
1992,  and  increased  the  entitlement  ceiling  from  $45  million  annu- 
ally to  $50  million  for  fiscal  year  1990,  $60  million  for  fiscal  year 
1991,  and  $70  million  for  fiscal  year  1992.  Beginning  for  fiscal  year 
1991,  States  are  required  to  provide  50  percent  matching  for  any 
Federal  funding  claimed  that  exceeds  $45  million. 

The  Omnibus  Budget  Reconciliation  Act  of  1990  allows  States  to 
include  youths  who  have  been  discharged  from  the  foster  care 
system  in  services  provided  under  the  independent  living  program, 
up  to  age  21. 

Explanation  of  Provision 

Would  permanently  extend  the  authorization  for  the  independ- 
ent living  program,  with  the  current  entitlement  ceiling  to  be  in- 
dexed to  inflation  in  such  a  way  as  to  produce  no  additional  costs 
as  estimated  by  the  Congressional  Budget  Office. 

Would  lower  the  age  of  eligibility  for  independent  living  services 
to  14  years  old,  at  State  option. 

Effective  Date 

The  provision  would  be  effective  on  October  1,  1992  and  would 
apply  to  payments  under  part  E  of  title  IV  of  the  Social  Security 
Act  for  fiscal  year  1993  and  payments  made  under  such  part  for 
any  succeeding  fiscal  year. 
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2.  Foster  and  Adoptive  Parent  Training  (Sec.  7102) 
Present  Law 

Federal  matching  funds  for  administrative  expenditures  for 
foster  care  and  adoption  assistance  under  title  IV-E  are  available 
at  the  rate  of  50  percent.  HHS  regulations  specify  that  foster  and 
adoptive  parents  and  staff  of  licensed  or  approved  child  care  insti- 
tutions providing  foster  care  under  title  IV-E  are  eligible  for  short- 
term  training,  and  that  certain  of  the  costs  associated  with  such 
training  may  be  reimbursed  as  administrative  costs  under  title  IV- 
E. 

The  Omnibus  Budget  Reconciliation  Act  of  1989  allows  Federal 
reimbursement  for  foster  and  adoptive  parent  training  under  title 
IV-E  at  the  rate  of  75  percent,  effective  during  the  period  from  Oc- 
tober 1,  1989  through  September  30,  1992.  In  addition  to  travel  and 
per  diem,  reimbursable  activities  include  the  short-term  training  of 
current  and  prospective  foster  and  adoptive  parents  and  the  staff  of 
licensed  or  approved  child  care  institutions  providing  care  to  foster 
and  adoptive  children  receiving  title  IV-E  foster  care  maintenance 
payments. 

Explanation  of  Provision 

Would  permanently  extend  the  authorization  for  Federal  reim- 
bursement at  the  rate  of  75  percent  under  the  title  IV-E  foster 
care  maintenance  payments  program  for  foster  and  adoptive 
parent  training. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 
3.  Child  Welfare  Services  Program  Reviews  (Sec.  7103) 
Present  Law 

The  Adoption  Assistance  and  Child  Welfare  Act  (P.L.  96-272) 
provides  financial  incentives  to  States  to  implement  and  operate  a 
set  of  services  and  procedures  designed  to  prevent  the  unnecessary 
removal  of  children  from  their  home,  prevent  extended  stays  in 
foster  care  and  ensure  that  efforts  are  made  to  reunify  children 
with  their  families  or  place  them  for  adoption.  These  services  and 
procedures  are  outlined  in  section  427  of  the  Social  Security  Act. 

The  Department  of  Health  and  Human  Services  has  established 
a  review  procedure,  under  which  States  self-certify  their  compli- 
ance with  the  Act,  and  are  reviewed  by  the  Department  for  actual 
compliance.  An  initial  review  is  conducted  for  the  fiscal  year  in 
which  the  State  first  certifies  its  eligibility.  If  a  State  meets  the  ini- 
tial review,  a  subsequent  review  is  conducted  for  the  following 
fiscal  year.  States  that  meet  the  requirements  of  this  subsequent 
review  will  be  reviewed  for  the  third  fiscal  year  following  the  fiscal 
year  for  which  the  subsequent  review  was  conducted. 
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Explanation  of  Provision 

Would  extend  the  current  prohibition  on  reducing  payments  to, 
seeking  repayment  from,  or  withholding  payments  from  States  by 
reason  of  a  determination  made  in  connection  with  a  review  of 
State  compliance  with  the  foster  care  protections  of  section  427  of 
the  Social  Security  Act  to  October  1,  1993,  for  any  Federal  fiscal 
year  preceding  fiscal  year  1994. 

Effective  Date 

The  proposal  would  be  effective  on  the  date  of  enactment. 

4.  Effect  of  Failure  to  Carry  Out  State  Plan  (Suter  v.  Artist  M.) 

(Sec.  7104) 

Present  Law 

Many  of  the  principal  Federal  social  welfare  programs  are  estab- 
lished under  the  '  'State  plan"  titles  of  the  Social  Security  Act  of 
1935,  as  amended.  These  programs  include  Aid  to  Families  with 
Dependent  Children  (Title  IV- A),  Child  Welfare  Services  (Title  IV- 
B),  Child  Support  and  Establishment  of  Paternity  (Title  IV-D), 
Adoption  Assistance  and  Child  Welfare  (Title  IV-E),  and  Medicaid 
(Title  XIX).  Under  the  State  plan  titles  of  the  Social  Security  Act, 
as  a  precondition  of  funding  each  participating  State  is  required  to 
develop  a  written  "State  plan"  that  meets  certain  statutory  re- 
quirements in  order  to  be  approved  by  the  Secretary  of  the  Depart- 
ment of  Health  and  Human  Services  (DHHS). 

On  March  25,  1992,  the  Supreme  Court  decided  in  Suter  v.  Artist 

M.,   U.S.   ,  112  S.  Ct.  1360  (1992),  that  beneficiaries  of  the 

Adoption  Assistance  and  Child  Welfare  Act  of  1980  (Title  IV-E  of 
the  Social  Security  Act)  do  not  have  a  private  right  under  the  Act 
to  enforce  its  provisions.  Moreover,  the  Court  also  decided  that  the 
beneficiaries  of  the  Act  could  not  enforce  its  provisions  through  a 
Federal  civil  rights  action  under  42  U.S.C.  s  1983  to  remedy  viola- 
tions of  the  Federal  statute. 

Prior  to  this  decision,  the  Supreme  Court  has  recognized,  in  a 
substantial  number  of  decisions,  that  beneficiaries  of  Federal-State 
programs  could  seek  to  enjoin  State  violations  of  Federal  statues  by 
suing  under  42  U.S.C.  s  1983.  See,  Rosado  v.  Wyman,  397  U.S.  397 
(1970);  Maine  v.  Thiboutot,  448  U.S.  1  (1980). 

Reasons  for  Change 

Social  Security  Act  program  beneficiaries,  parents,  and  advocacy 
groups  have  brought  hundreds  of  successful  lawsuits  alleging  fail- 
ure of  the  State  and/or  locality  to  comply  with  State  plan  require- 
ments of  the  Social  Security  Act.  These  lawsuits  typically  address 
legal  issues  such  as  a  State's  failure  to  use  mandated  income  and 
resource  eligibility  rules  of  the  program,  the  failure  to  provide  a 
fair  hearing  when  denying  benefits,  the  failure  to  decide  an  appli- 
cation in  a  timely  manner,  or  the  failure  to  make  reasonable  ef- 
forts to  preserve  or  reunify  a  family.  The  plaintiffs,  in  much  of  the 
child  welfare  litigation,  have  generally  sought  injunctive  relief 
with  very  few  lawsuits  seeking  monetary  damages  of  any  type. 
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Much  of  this  litigation  has  resulted  in  comprehensive  reforms  of 
Federal-State  programs  operated  under  the  Social  Security  Act 
and  increased  compliance  with  the  mandates  of  Federal  statutes. 

The  decision  in  Suter  v.  Artist  M.  could  result  in  the  elimination 
of  the  ability  of  beneficiaries  of  the  State  plan  titles  of  the  Social 
Security  Act,  primarily  children  and  families,  to  sue  to  enforce  the 
Act's  requirements.  The  decision  in  Suter  v.  Artist  M.  affects  not 
only  the  enforceability  of  the  Adoption  Assistance  and  Child  Wel- 
fare Act  but  also  conceivably  all  other  Federal  programs  that  have 
State  plan  requirements  (including  AFDC,  Child  Welfare  Services, 
Child  Support,  Medicaid,  and  Unemployment  Compensation). 

Suter  v.  Artist  M.  could  also  result  in  the  dismissal  of  many  suits 
brought  to  enforce  the  State  plan  titles  of  the  Social  Security  Act 
pending  on  or  commenced  after  the  date  of  the  Court's  decision  in 
the  case.  Lower  courts  have  already  relied  on  the  Suter  v.  Artist  M. 
decision  to  dismiss  lawsuits  brought  to  enforce  the  program  re- 
quirements of  the  Aid  to  Families  with  Dependent  Children  pro- 
gram (Title  IV-A  of  the  Social  Security  Act)  and  the  Child  Support 
Enforcement  program  (Title  IV-D  of  the  Social  Security  Act).  See, 
Mason  v.  Bradley,  1992  WL  80124  (N.D.  111.,  Apr.  20,  1992)  (no  pri- 
vate right  of  action  exists  under  the  Aid  to  Families  with  Depend- 
ent Children  program). 

Explanation  of  Provision 

As  a  result  of  the  Supreme  Court's  decision  in  Suter  v.  Artist  M., 
the  only  enforcement  mechanism  that  exists  for  a  State's  noncom- 
pliance with  State  plan  requirements  under  the  Act  is  the  author- 
ity of  the  Secretary  of  DHHS  to  reduce  or  eliminate  payments  to  a 
State  based  upon  a  finding  that  the  State's  plan  no  longer  complies 
with  the  statutory  requirements  or  that  there  is  a  substantial  fail- 
ure in  the  administration  of  the  State  plan.  Enforcement  actions  by 
DHHS  for  a  State's  noncompliance  are  rare  as  Federal  officials  are 
reluctant  to  reduce  or  eliminate  payments  for  a  variety  of  reasons. 
Furthermore,  considerable  resources  are  required  to  monitor  com- 
pliance on  a  State-by-State  basis. 

Correspondingly,  there  is  no  procedure,  after  the  Suter  v.  Artist 
M.  decision,  by  which  program  beneficiaries  can  trigger  a  DHHS 
investigation  or  compliance  proceeding  for  a  State's  failure  to  have 
a  plan  that  meets  the  State  plan  requirements  or  to  administer 
such  a  plan  in  accordance  with  such  requirements. 

This  provision  is  therefore  intended  to  restore  to  an  aggrieved 
party  the  right  to  enforce,  as  it  existed  prior  to  the  Suter  v.  Artist 
M.  decision,  the  Federal  mandates  of  the  State  plan  titles  of  the 
Social  Security  Act  in  the  Federal  courts.  This  provision  is  not  in- 
tended to  expand  upon  enforceable  rights  created  under  the  State 
plan  titles  of  the  Social  Security  Act.  Nor  is  this  provision  intended 
to  define,  clarify,  or  establish  standards  for  determining  whether 
States  have  made  "reasonable  efforts"  to  prevent  the  need  for 
foster  care  placement  or  to  reunify  children  with  their  families 
after  placement  as  required  by  the  Adoption  Assistance  and  Child 
Welfare  Act  (Title  IV-E  of  the  Social  Security  Act). 

The  Adoption  Assistance  Act  requires  that  courts  make  a  judicial 
determination  that  the  reasonable  efforts  requirement  has  been 
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met  in  each  case.  Although  1  'reasonable  efforts"  is  not  defined 
either  in  the  statute  or  the  accompanying  regulations,  States  have 
applied  varying  interpretations  to  the  term.  In  Suter  v.  Artist  M., 
the  Supreme  Court  found  that  under  the  Adoption  Assistance  Act 
no  statutory  guidance  is  found  as  to  how  '  'reasonable  efforts"  are 
to  be  measured,  and  concluded  that  the  "reasonable  effort"  lan- 
guage does  not  unambiguously  confer  an  enforceable  right  upon 
the  Act's  beneficiaries. 
This  provision  does  the  following: 

(1)  responds  to  the  recent  Supreme  Court  decision  in  Suter  v. 
Artist  M.,  which  dramatically  limited  the  ability  of  program 
beneficiaries  to  enforce  the  State  plan  titles  of  the  Social  Secu- 
rity Act; 

(2)  preserves  private  rights  of  action  as  they  existed  before 
the  Suter  v.  Artist  M.  Supreme  Court  decision;  and 

(3)  reaffirms  that  the  State  plan  titles  of  the  Social  Security 
Act  impose  binding  obligations  on  participating  States  to 
comply  with  the  requirements  of  the  Act. 

The  provision  amends  title  XI  of  the  Social  Security  Act  to  pro- 
vide that  each  individual  shall  have  the  right  not  to  be  denied  any 
service  or  benefit  under  this  Act  as  a  result  of  the  failure  of  any 
State  to  which  Federal  funds  are  paid  under  a  title  of  this  Act  that 
includes  plan  requirements  to  have  a  plan  that  meets  such  require- 
ments, or  to  administer  such  a  plan  in  accordance  with  such  re- 
quirements. 

This  provision  confirms  the  more  than  two  decades  of  Federal  ju- 
risprudence which  has  recognized  that,  in  establishing  "State  plan" 
programs  under  the  Social  Security  Act,  Congress  meant  to  require 
State  officials  to  administer  these  programs  in  accordance  with 
Federal  statutory  standards,  and  to  permit  those  injured  by  State 
officials  failure  to  do  so  (including  any  failure,  in  the  administra- 
tion of  the  State  plan,  to  comply  with  any  provisions  of,  or  any  pro- 
vision required  to  be  included  in,  such  a  plan)  to  challenge,  through 
appropriate  judicial  actions,  that  failure. 

The  purpose  of  this  provision  is  to  assure  that  individuals  who 
have  been  injured  by  a  state's  failure  to  comply  with  the  state  plan 
requirements  are  able  to  seek  redress  in  the  federal  courts  to  the 
extent  they  were  able  to  prior  to  the  decision  in  Suter  v.  Artist  M. 
The  provision  does  not  alter  the  rules  of  statutory  construction 
that  the  courts  used  prior  to  Suter  v.  Artist  M.  The  provision  does 
not  alter  the  finding  in  Suter  v.  Artist  M.,  that  the  "reasonable  ef- 
forts" provision,  without  further  direction,  is  too  vague  to  be  en- 
forceable in  such  an  action.  It  only  alters  that  portion  of  Suter  v. 
Artist  M.  suggesting  that  failure  of  a  state  to  comply  with  a  state 
plan  provision  is  not  litigable  as  a  violation  of  federal  statutory 
rights. 

Effective  Date 

This  section  shall  apply  to  actions  pending  on  the  date  of  enact- 
ment of  this  Act  and  to  actions  brought  on  or  after  such  date  of 
enactment.  The  effective  date  provision  reinforces  the  existing  rule 
with  respect  to  the  civil  actions,  and  is  not  intended  to  be  a  depar- 
ture therefrom.  This  section  is  not  intended  to  apply  to  or  effect 
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cases  where  the  matter  has  proceeded  to  a  final  court  order  by  the 
time  of  enactment. 

PART  II — CHILD  SUPPORT  ENFORCEMENT 

5.  Reports  to  Credit  Bureaus  of  Persons  Delinquent  in  Child 
Support  Payments  (Sec.  7111) 

Present  Law 

The  Child  Support  Enforcement  Amendments  of  1984  required 
State  child  support  enforcement  agencies  to  provide  information  re- 
garding the  amount  of  overdue  support  owed  by  an  obligor  residing 
in  the  State  to  any  consumer  reporting  agency,  as  defined  under 
the  Fair  Credit  Reporting  Act,  upon  the  request  of  that  agency  if 
the  arrearage  exceeds  $1,000.  If  the  amount  of  overdue  support  is 
less  than  $1,000,  may  be  provided  at  State  option. 

The  information  may  not  be  made  available  to  the  consumer  re- 
porting agency  until  notice  of  the  proposed  action  has  been  sent  to 
the  obligor,  and  the  obligor  has  been  given  a  reasonable  opportuni- 
ty to  contest  the  accuracy  of  the  information  and  after  full  compli- 
ance with  all  procedural  due  process  requirements  of  the  State. 
Also,  a  fee,  not  to  exceed  the  cost  of  furnishing  the  information, 
may  be  imposed  on  the  requesting  consumer  agency  by  the  State. 

Explanation  of  Provision 

Would  require  State  child  support  enforcement  agencies  to 
report  monthly  the  names  of  obligors  whose  child  support  pay- 
ments are  two  or  more  months  in  arrears  and  the  amounts  of  the 
arrearages  to  consumer  reporting  agencies.  As  under  current  law, 
fees  could  be  charged  to  the  consumer  reporting  agencies  if  they 
requested  such  information.  Such  information  shall  not  be  made 
available  to  a  consumer  reporting  agency  if:  (1)  the  State  deter- 
mines that  it  has  insufficient  capacity  to  make  systematic  and 
timely  use  of  the  information;  and  (2)  it  does  not  furnish  evidence 
satisfactory  to  the  State  that  it  conforms  to  the  definition  of  a 
"consumer  reporting  agency"  under  Federal  law.  All  rights  to  con- 
test the  accuracy  of  the  information  and  all  due  process  require- 
ments of  State  law  would  be  retained. 

Effective  Date 

The  provision  would  be  effective  on  October  1,  1993,  and  would 
apply  to  payments  under  part  D  of  title  IV  of  the  Social  Security 
Act  for  fiscal  year  1994  and  payments  made  under  such  part  for 
any  succeeding  fiscal  year. 

PART  III — RESEARCH,  DEMONSTRATIONS,  AND  STUDIES 

6.  Early  Childhood  Development  Projects  (Sec.  7121) 
Present  Law 

The  Family  Support  Act  of  1988  authorized  up  to  10  demonstra- 
tion projects  to  test  and  evaluate  the  effect  of  early  childhood  de- 
velopment programs  on  families  receiving  AFDC  and#  participating 
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in  JOBS,  and  authorized  $6  million  for  each  of  fiscal  years  1990, 
1991,  and  1992  for  these  and  two  other  categories  of  projects.  No 
funds  were  appropriated  for  the  early  childhood  development 
projects  for  fiscal  years  1990  through  1992. 

Explanation  of  Provision 

Would  extend  the  authorization  for  early  childhood  development 
projects  through  fiscal  year  1997.  Would  authorize  to  be  appropri- 
ated for  the  demonstration  projects  not  to  exceed  $3  million  for 
each  of  fiscal  years  1993  through  1997. 

Effective  Date 

This  provision  would  be  effective  on  the  date  of  the  enactment. 
7.  Payments  to  Certain  Private  Aid  Programs  (Sec.  7122) 
Present  Law 

There  is  no  existing  provision  with  respect  to  these  programs. 
Explanation  of  Provision 

Would  reimburse,  as  under  H.R.  5354,  qualified  private  demon- 
stration programs  (such  as  The  New  Hope  Project,  Inc.,  a  private, 
not-for-profit  corporation  in  Milwaukee,  Wisconsin)  with  some  of 
the  Federal  savings  as  estimated  by  the  Secretary  of  Health  and 
Human  Services  that  will  occur  because  its  participants  will  no 
longer  be  receiving  AFDC  and  Medicaid  benefits.  In  order  for  a 
program  to  qualify,  it  needs  to  provide  low-income  residents  with 
employment,  wage  supplements,  child  care,  health  care,  job  train- 
ing, and  counseling  and  training  for  job  retention  or  advancement. 
The  program  must  also  submit  a  report  annually  to  the  Secretary 
of  Health  and  Human  Services. 

Effective  Date 

This  provision  would  be  in  effect  on  the  1st  day  of  the  1st  calen- 
dar quarter  that  begins  after  the  date  of  the  enactment  of  this  Act. 

8.  Measurement  and  Reporting  of  Welfare  Dependency  (Sec.  7123) 

Present  Law 

There  are  currently  no  reporting  requirements  mandated  on  the 
Secretaries  of  Health  and  Human  Services  and  Agriculture  as  re- 
lated to  welfare  dependency. 

Explanation  of  Provision 

Would  require  the  Secretary  of  Health  and  Human  Services  and 
the  Secretary  of  Agriculture  to  develop  indicators  and  predictors  of 
welfare  dependency,  and  to  prepare  an  annual  report  on  welfare 
dependency  in  the  United  States.  S.  1256  also  would  establish  an 
advisory  board  on  welfare  dependency,  to  provide  advice  and  rec- 
ommendations to  the  Secretaries  on  the  development  of  the  indica- 
tors and  predictors,  and  ongoing  advice  on  the  annual  report. 
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Effective  Date 

The  provision  would  take  effect  on  the  date  of  enactment.  The 
Secretaries  would  be  required  to  submit  a  report  not  later  than  3 
years  after  the  date  enactment  of  this  section,  and  annually  there- 
after. 

9.  Extension  of  Commission  on  Interstate  Child  Support  (Sec.  7124) 

Present  Law 

The  Commission  on  Interstate  Child  Support  was  authorized  by 
the  Family  Support  Act  of  1988.  Since  1990,  members  of  the  Com- 
mission have  been  developing  recommendations  to  improve  the  en- 
forcement of  child  support  in  cases  where  the  custodial  parent  and 
the  noncustodial  parent  reside  in  different  States.  The  Commission 
has  held  hearings  and  has  formally  approved  its  recommendations. 

Explanation  of  Provision 

Would  extend  the  authorization  of  the  U.S.  Commission  on  Inter- 
state Child  Support  from  July  1,  1992  to  September  30,  1992  and 
extend  the  Commission's  deadline  for  filing  its  report  with  Con- 
gress from  May  1,  1992  to  August  1,  1992. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 
10.  Extension  of  National  Commission  on  Children  (Sec.  7125) 

Present  Law 

The  National  Commission  on  Children  was  established  in  1987 
under  the  authority  of  Public  Law  100-203  to  develop  and  promote 
a  national  agenda  for  public  and  private  sector  policies  to  improve 
opportunities  for  every  young  person — regardless  of  social,  econom- 
ic and  cultural  circumstances— to  become  a  healthy,  secure,  educat- 
ed, economically  self-sufficient,  and  productive  adult.  Recommenda- 
tions for  policy  and  program  development  were  made  and  reported 
on  June  24,  1991  in  its  final  report,  "Beyond  Rhetoric:  A  New 
American  Agenda  for  Children  and  Families,"  to  the  President  and 
the  Congress. 

Reasons  for  Change 

While  the  Commission  has  completed  its  final  report,  the  mem- 
bers still  must  complete  the  Commission's  original  mandate  to 
assess  the  status  of  children,  and  implement  proposals  to  address 
the  needs  of  children  through  public-  and  private-sector  programs. 
No  additional  funding  is  necessary  for  the  Commission,  as  the 
fiscal  year  Labor-HHS  appropriation  allocated  funds  for  its  support 
through  the  end  of  calendar  year  1992. 

Explanation  of  Provision 

Would  extend  the  terms  of  service  of  the  members  of  the  Nation- 
al Commission  on  Children  through  December  31,  1992. 
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Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

11.  Secretarial  Report  on  the  Differences  in  Program  Rules  Under 
the  Food  Stamp,  AFDC  and  Medicaid  Programs  (Sec.  7126) 

Present  Law 

AFDC,  Medicaid  and  Food  Stamps  serve  many  of  the  same  per- 
sons, yet  the  eligibility  policies  and  required  procedures  used  by 
each  program  vary  widely.  Uniformity  is  needed  not  only  to  simpli- 
fy the  application  process  for  persons  who  are  eligible  for  two  or 
more  programs,  but  also  to  reduce  the  complexity  of  the  eligibility 
process  for  all  programs. 

Differing  program  requirements  contribute  substantially  to  the 
complexity  of  the  application  process  for  both  applicants  and  eligi- 
bility agencies.  This  complexity  greatly  increases  the  potential  for 
indigent  individuals  and  families  to  be  denied  due  to  their  failure 
to  meet  all  procedural  requirements. 

Fragmentation  across  AFDC,  Medicaid  and  Food  Stamps  begins 
at  the  Federal  level  and  extends  throughout  State  and  local  eligi- 
bility systems.  AFDC,  Medicaid  and  Food  Stamps  are  administered 
by  three  different  Federal  agencies  in  two  different  Federal  depart- 
ments. AFDC  is  administered  by  the  Administration  for  Children, 
Youth  and  Families,  and  Medicaid  is  administered  by  the  Health 
Care  Financing  Administration,  both  of  which  are  within  the  De- 
partment of  Health  and  Human  Services.  The  Food  Stamp  program 
is  administered  by  the  U.S.  Department  of  Agriculture. 

The  lack  of  uniform  program  requirements  across  AFDC,  Medic- 
aid and  Food  Stamps  for  children  and  families  can  be  illustrated  by 
a  few  examples,  as  follows: 

Resource  limits  on  one  automobile:  In  AFDC,  the  equity  value  is 
exempt  up  to  $1,500;  in  Medicaid,  the  exemption  differs  across  vari- 
ous eligibility  groups  with  a  range  of  $1,500  of  current  equity  value 
to  total  exemption;  in  Food  Stamps,  fair  market  value  is  exempt  up 
to  $4,500. 

Resource  limits  on  life  insurance:  In  AFDC,  the  cash  value  of  life 
insurance  is  considered  a  liquid  asset  and  is  applied  against  the 
liquid  asset  resource  limit  of  $1,000;  in  Medicaid,  the  exemption 
varies  from  a  face  value  up  to  $1,500  to  total  exemption;  in  Food 
Stamps,  the  cash  value  of  life  insurance  policies  is  exempt. 

Citizenship  verification:  In  AFDC,  all  adult  members  of  the 
household  must  sign  a  form  verifying  citizenship  status;  in  Medic- 
aid, all  adult  members  of  the  household  must  sign  a  verification 
form;  in  Food  Stamps,  the  adult  applying  for  benefits  may  sign  for 
all  adults  in  the  household. 

Explanation  of  Provision 

Would  provide,  as  under  H.R.  4046,  that  the  Secretary  of  Health 
and  Human  Services  and  the  Secretary  of  Agriculture  jointly 
report  to  the  President  and  Congress  by  no  later  than  6  months 
after  the  date  of  enactment  of  the  legislation.  The  report  shall  in- 
clude program  rules  which  govern  the  Food  Stamp,  AFDC  and 
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Medicaid  programs,  how  the  program  rules  differ  among  the  three 
programs,  which  rules  require  statutory  action  to  achieve  uniformi- 
ty, and  which  rules  could  be  made  more  uniform  without  addition- 
al statutory  amendment. 

The  program  rules  to  evaluated  in  the  Secretaries'  report  shall 
include,  but  not  be  limited  to,  rules  related  to  administrative  proce- 
dures, definitions  of  countable  income,  definitions  of  income  disre- 
gards and  exemptions,  quality  control  sanctions  and  incentives,  in- 
centives to  combat  fraud,  work  and  training  requirements  and  pro- 
grams. Income  eligibility  levels  shall  be  excluded  from  such  report. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

12.  Demonstration  of  Independent  Living  Services  for  Young 
Adults  (Sec.  7127) 

Present  Law 

Under  the  foster  care  independent  living  program,  States  have 
the  option  of  serving  former  foster  children  up  to  age  21. 

Explanation  of  Provision 

Would  authorize  such  sums  as  necessary  for  the  Secretary  of 
HHS  to  conduct  a  three-year  demonstration  in  one  State  that 
,  would  provide  community-based  services  for  young  adult  former 
foster  children  ages  21  to  25.  Such  services  could  include  self-help 
groups,  counseling,  treatment  for  survivors  of  abuse,  mentoring, 
alumni  groups,  and/or  coordination  of  and  referral  to  existing  com- 
munity services  by  independent  living  agency  staff. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

13.  Extension  of  Period  for  Demonstration  Projects  for  Evaluating 
Model  Procedures  for  Reviewing  Child  Support  Awards  (Sec.  7128) 

Present  Law 

The  Family  Support  Act  of  1988  required  the  Secretary  of  Health 
and  Human  Services  to  make  agreements  with  each  of  four  States 
that  submit  applications  to  conduct  demonstration  projects  to  test 
and  evaluate  model  procedures  for  reviewing  child  support  award 
amounts.  The  demonstration  projects  were  scheduled  to  run  for  a 
period  of  2  years  beginning  September  30,  1989.  The  Secretary 
must  pay  a  participating  State  an  amount  equal  to  90  percent  of 
the  reasonable  costs  incurred  by  the  State  in  conducting  a  demon- 
stration project. 

Explanation  of  Provision 

Would  extend  the  demonstration  period  for  one  year,  to  October 
1,  1992. 
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Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

PART  IV — AID  TO  FAMILIES  WITH  DEPENDENT  CHILDREN 

14.  Delay  in  Requirement  That  Outlying  Areas  Operate  an  AFDC- 
UP  Program  (Sec.  7131) 

Present  Law 

The  Family  Support  Act  of  1988  included  a  requirement  that  any 
State  AFDC  plan  make  AFDC  available  to  needy  dependent  chil- 
dren of  unemployed  parents  (for  at  least  6  out  of  12  months).  The 
amendment  was  effective  for  the  States  on  October  1,  1990,  and 
takes  effect  for  Puerto  Rico,  Guam,  the  Virgin  Islands  and  Ameri- 
can Samoa  on  October  1,  1992  (American  Samoa,  however,  does  not 
participate  in  the  AFDC  program).  Unlike  States,  the  outlying 
areas  are  subject  to  limitations  on  payments  for  AFDC  and  related 
programs. 

Explanation  of  Provision 

Would  delay  the  effective  date  for  the  requirement  under  the 
Family  Support  Act  that  Puerto  Rico,  Guam,  the  Virgin  Islands 
and  American  Samoa  implement  an  AFDC-unemployed  parent  pro- 
gram to  October  1,  1994. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

15.  Review  of  State  Investment  in  AFDC  Program  in  Considering 
Settlement  of  Quality  Control  Claims  (Sec.  7132) 

Present  Law 

Under  the  Food  Stamp  Act,  the  Secretary  of  Agriculture  must 
review  State  plans  for  new  investments  in  improved  administration 
in  deciding  whether  to  adjust  quality  control  sanctions,  and  the 
Secretary  is  allowed  to  reduce  sanctions  that  would  otherwise  be 
imposed  based  on  those  plans. 

The  AFDC  quality  control  program  does  not  include  comparable 
specific  authority  to  adjust  sanctions  based  on  State  investments  in 
improved  administration. 

Explanation  of  Provision 

In  determining  whether  to  settle,  adjust,  compromise,  or  waive 
an  AFDC  quality  control  disallowance  against  a  State,  would  re- 
quire the  Secretary  of  Health  and  Human  Services  to  (1)  review 
the  State's  plans  for  new  investments  in  activities  to  improve  pro- 
gram administration  to  reduce  payment  errors,  and  (2)  take  the 
State's  plans  into  account  as  the  Secretary  considers  appropriate. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 
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16.  Disregard  of  $2,000  of  Income  Received  in  Any  Year  by  Indians 
From  Interests  Individually  Held  in  Trust  or  Restricted  Lands 
(Sec.  7133) 

Present  Law 

Current  law  exempts  up  to  $2,000  of  annual  income  received  by 
Indians  from  tribally-owned  trust  lands  from  consideration  under 
Federal  welfare  programs,  such  as  AFDC.  This  income  is  distribut- 
ed on  a  per  capita  basis  to  tribal  members,  but  the  land  is  owned 
by  the  tribe  as  a  whole  and  managed  for  the  tribe's  benefit  by  the 
Bureau  of  Indian  Affairs. 

Individually-owned  trust  or  restricted  Indian  lands  are  excluded 
from  resources  in  applying  the  resource  test  under  the  AFDC  pro- 
gram. However,  income  derived  from  leases  on  individually-owned 
trust  or  restricted  Indian  lands  and  paid  to  an  individual  is  includ- 
ed in  countable  income  when  determining  eligibility  and  benefit 
amounts  for  AFDC. 

Such  income  is  typically  received  once  a  year,  resulting  in  recal- 
culation of  AFDC,  the  assessment  of  overpayments,  and  sometimes 
periods  of  ineligibility  (including  ineligibility  for  Medicaid).  Calcu- 
lating and  verifying  this  land  income,  adjusting  benefits,  and  relat- 
ed activities  constitute  a  major  workload  for  local  Social  Security 
and  State  welfare  offices  in  affected  areas. 

Explanation  of  Provision 

Would  exempt  income  up  to  $2,000  per  year  paid  to  an  individual 
derived  from  leases  on  individually-owned  trust  or  restricted  Indian 
lands  in  determining  eligibility  and  benefit  levels  under  the  AFDC 
program. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

17.  Encouraging  Use  of  Transitional  Child  Care  Program  (Sec. 

7134) 

Present  Law 

The  Family  Support  Act  of  1988  requires  States  to  pay  for  child 
care  for  families  who  lose  AFDC  eligibility  due  to  increased  hours 
of,  or  increased  income  from,  employment,  if  it  is  determined  that 
care  is  necessary  for  an  individual  to  accept  or  retain  employment. 
The  assistance  is  limited  to  a  one-year  period  after  the  last  month 
in  which  a  family  becomes  ineligible  for  AFDC.  To  be  eligible  for 
transitional  child  care  (TCC),  a  family  must  have  received  AFDC  in 
at  least  3  of  the  6  months  immediately  before  the  month  m  which 
they  became  ineligible  for  AFDC.  Families  must  contribute  to  the 
cost  of  care  according  to  a  State-established  sliding  fee  scale. 

The  statute  requires  States  to  inform  families  of  their  potential 
eligibility  for  TCC  when  they  apply  for  AFDC  and  during  the 
period  they  are  AFDC  recipients.  The  regulations  add  that  families 
must  be  informed  of  TCC  eligibility  at  the  time  of  redetermination 
and  at  the  time  they  become  ineligible  for  AFDC.  Notification  must 
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be  in  writing,  and  orally  as  appropriate,  and  must  include  informa- 
tion on  the  steps  they  must  take  to  be  eligible  for  the  program.  The 
regulations  require  families  to  request  TCC  and  provide  relevant 
information  to  States  for  determining  eligibility.  States  are  granted 
discretion  in  establishing  application  requirements;  written  appli- 
cations are  not  required.  States  are  currently  employing  a  wide 
range  of  information  dissemination  and  application  procedures. 

Reasons  for  Change 

Concerns  have  been  raised  that  utilization  of  the  Transitional 
Child  Care  program  has  been  low.  During  March  of  1992,  56,000 
children  received  TCC  assistance  nationwide.  Preliminary  results 
from  a  General  Accounting  Office  study  found  that  in  the  20  States 
for  which  data  were  available,  an  average  of  1  out  of  5  children 
whose  AFDC  cases  were  closed  due  to  increased  earnings  partici- 
pated in  the  program.  GAO  found  that  12  States  did  not  have  a 
policy  in  place  for  informing  families  of  TCC  availability  upon  ap- 
plication and  during  redetermination;  9  of  these  did  have  a  policy 
for  informing  families  in  connection  with  the  JOBS  program. 

Explanation  of  Provision 

Would  direct  the  Secretary  of  Health  and  Human  Services  to  de- 
velop an  appropriate  methodology  for  determining  what  proportion 
of  eligible  children  are  using  TCC  assistance  and  report  to  Congress 
on  its  findings. 

Would  require  States  to  (1)  establish  TCC  information  campaigns 
for  AFDC  caseworkers;  (2)  develop  information  materials  for  fami- 
lies that  are  written  in  a  clear  and  simple  manner  and  that  are 
easily  recognizable  as  child  care  materials;  and  (3)  include,  in  any 
notice  of  AFDC  termination  sent  to  a  family,  information  notifying 
the  family  of  its  potential  eligibility  for  TCC  assistance  and  steps 
that  it  must  take  to  be  eligible  for  the  program. 

Would  provide  that  families  who  lose  AFDC  eligibility  due  to  loss 
or  reduction  of  the  child  care  disregard  are  also  eligible  for  TCC. 

Effective  Date 

The  provisions  would  be  effective  on  October  1,  1992,  and  would 
apply  to  payments  under  part  A  of  title  IV  of  the  Social  Security 
Act  for  fiscal  year  1993  and  payments  made  under  such  part  for 
any  succeeding  fiscal  year. 

18.  State  Option  to  Use  Retrospective  Budgeting  Without  Monthly 
Reporting  (Sec.  7135) 

Present  Law 

Under  current  law,  States  may  choose  whether  or  not  to  use  ret- 
rospective budgeting  (i.e.,  determining  AFDC  benefits  based  on  the 
family's  income  and  circumstances  in  a  prior  month,  rather  than 
the  current  month.)  However,  States  are  allowed  to  use  retrospec- 
tive budgeting  only  in  cases  where  the  family  is  required  to  report 
monthly  on  income,  resources,  family  composition,  and  other  rele- 
vant information.  States  may  require  families  to  report  monthly 
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but  choose  not  to  apply  retrospective  budgeting  procedures  to  those 
families. 

Explanation  of  Provision 

Effective  beginning  fiscal  year  1993,  the  link  between  monthly 
reporting  and  retrospective  budgeting  would  be  severed.  States 
would  decide,  with  respect  to  categories  of  families,  whether  or  not 
to  use  monthly  reporting,  retrospective  budgeting  or  a  combination 
of  the  two.  Thus,  unlike  present  law,  States  could  use  retrospective 
budgeting  for  a  category  of  families  that  is  not  required  to  report 
monthly. 

Effective  Date 

The  provision  would  be  in  effect  on  October  1,  1992,  and  would 
apply  to  payments  under  part  A  of  title  IV  of  the  Social  Security 
Act  for  fiscal  year  1993  and  such  payments  for  succeeding  fiscal 
years. 

19.  Increase  in  Stepparent  Income  Disregard  (Sec.  7136) 
Present  Law 

The  income  of  a  stepparent  must  be  taken  into  account  in  deter- 
mining eligibility  and  benefit  amounts  for  AFDC  applicants  and  re- 
cipients. Since  1962,  Federal  law  has  required  the  AFDC  agency  to 
disregard  "reasonable"  work  expenses  when  counting  the  earned 
income  of  AFDC  applicants  and  recipients.  The  1981  Omnibus 
Budget  Reconciliation  Act  (P.L.  97-35)  replaced  the  reasonable 
work  expense  deduction  with  a  standard  work  expense  disregard  of 
$75  monthly  (for  full-time  employment).  In  1981,  Congress  required 
that  a  portion  of  a  stepparent's  income  be  deemed  available  to  his/ 
her  stepchild  and  extended  the  $75  disregard  to  stepparent  earn- 
ings. In  1988,  effective  October  1,  1989,  the  standard  work  expense 
disregard  was  increased  from  $75  to  $90  per  month  for  AFDC  appli- 
cants and  recipients,  but  not  for  stepparents  living  with  AFDC-eli- 
gible  children. 

Explanation  of  Provision 

Effective  beginning  fiscal  year  1993,  the  first  $90  of  stepparent 
monthly  earnings  would  not  be  counted  in  determining  the  eligibil- 
ity and  benefit  amounts  of  AFDC  applicants  and  recipients. 

Effective  Date 

The  provision  would  be  in  effect  on  October  1,  1992,  and  would 
apply  to  payments  under  part  A  of  title  IV  of  the  Social  Security 
Act  for  fiscal  year  1993  and  such  payments  for  succeeding  fiscal 
years. 

20.  Verification  of  Status  of  Citizens  and  Aliens  (Sec.  7137) 
Present  Law 

As  a  condition  of  eligibility,  each  adult  in  an  AFDC  family  must 
sign,  under  penalty  of  perjury,  a  declaration  that  he  or  she  is  a 
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U.S.  citizen  or  national  or  is  in  a  satisfactory  immigration  status. 
In  the  case  of  children,  the  adult  caretaker  must  sign  a  declaration 
on  their  behalf.  If  an  individual  is  not  a  citizen  or  national,  appro- 
priate documentation  of  satisfactory  immigration  status  must  be 
provided  and  verified  with  the  Immigration  and  Naturalization 
Service. 

In  the  Food  Stamp  program,  one  adult  member  of  the  household 
is  required  to  sign,  under  penalty  of  perjury,  a  written  declaration 
as  to  the  citizenship  or  satisfactory  immigration  status  of  all  house- 
hold members,  and,  as  in  the  AFDC  program,  appropriate  docu- 
mentation of  satisfactory  immigration  status  must  be  provided  and 
verified  with  the  Immigration  and  Naturalization  Service. 

Explanation  of  Provision 

Would  allow  one  adult  member  of  an  AFDC  family  to  sign,  under 
penalty  of  perjury,  a  declaration  as  to  the  citizenship  or  satisfac- 
tory immigration  status  of  all  family  members.  Requirements  for 
appropriate  documentation  of  satisfactory  immigration  status  and 
verification  with  the  Immigration  and  Naturalization  Service 
would  not  be  changed. 

Effective  Date 
The  provision  would  be  in  effect  on  October  1,  1992. 

PART  V — SUPPLEMENTAL  SECURITY  INCOME 

21.  Elimination  of  Obsolete  Provisions  Relating  to  Treatment  of  the 
Earned  Income  Tax  Credit  (Sec.  7141) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1990  excluded  from 
the  income  and  resources  tests  under  the  SSI  program  Earned 
Income  Tax  Credits  (EITCs)  beginning  in  1991.  However,  Title  XVI 
of  the  Social  Security  Act,  which  authorizes  the  SSI  program,  was 
not  changed  to  conform. 

Title  XVI  of  the  Social  Security  Act  provides  for  adjustments  to 
SSI  benefits  for  individuals  who  received  advance  payments  of 
EITCs  that  were  counted  as  income  for  SSI  purposes,  but  are  liable 
for  taxes  to  recover  excess  amounts  advanced  and  counted. 

Explanation  of  Provision 

Would  delete  a  provision  in  title  XVI  that  defines  EITCs  as 
earned  income  for  purposes  of  the  SSI  program. 

Would  delete  a  provision  in  title  XVI  that  provides  for  adjust- 
ments to  SSI  benefits  for  individuals  who  received  advance  pay- 
ments of  EITCs  because  EITCs  are  no  longer  counted  as  earned 
income  under  the  SSI  program. 

Effective  Date 

The  provisions  would  be  effective  on  the  date  of  enactment. 
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22.  Redesignation  of  Certain  Provisions  (Sec.  7142) 
Present  Law 

Certain  subparagraphs  in  the  Social  Security  Act  dealing  with 
SSI  procedures  were  erroneously  designated. 

Explanation  of  Provision 
Would  correct  their  designations. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

23.  Prevention  of  Adverse  Effects  on  SSI  Eligibility  for,  and 
Amount  of,  SSI  Benefits  When  Spouse  or  Parent  of  Beneficiary  is 
Absent  From  the  Household  Due  to  Active  Military  Service  (Sec. 
7143) 

Present  Law 

Family  members  receiving  SSI  whose  spouse  or  parent  is  absent 
from  the  household  because  of  a  military  assignment  can  lose  SSI 
eligibility  or  benefits  because  of  the  way  in  which  the  program 
treats  the  normal  earnings  and  hazardous  duty  pay  of  the  spouse 
or  parent  while  on  that  assignment. 

Explanation  of  Provision 

Would  prevent  these  adverse  affects  on  the  SSI  recipient  by:  (1) 
applying  the  *  'deeming  of  income"  procedures  to  the  normal  earn- 
ings of  the  spouse  or  parent  absent  from  the  household  because  of 
a  military  assignment,  and  (2)  by  excluding  certain  hazardous  duty 
pay  from  countable  income  under  the  SSI  program. 

Effective  Date 

The  provision  would  be  effective  on  the  1st  day  of  the  2nd  month 
that  begins  after  the  date  of  enactment. 

24.  Definition  of  Disability  for  Children  Under  Age  18  Applied  to 
all  Individuals  Under  Age  18  (Sec.  7144) 

Present  Law 

The  term  "child"  in  the  SSI  program  applies  to  individuals  who 
are  under  age  18,  except  those  who  are  married  or  heads  of  house- 
hold. 

Explanation  of  Provision 

Would  extend  the  definition  of  disability  now  used  in  SSI  for 
children  under  age  18  to  married  persons  and  heads  of  household 
who  are  under  age  18. 

Effective  Date 
The  provision  would  be  effective  on  October  1,  1992. 
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25.  Exclusion  From  Income  of  $2,000  of  Income  Received  in  Any 
Year  by  Indians  From  Interests  Individually  Held  in  Trust  or  Re- 
stricted Lands  (Sec.  7145) 

Present  Law 

Current  law  exempts  up  to  $2,000  of  annual  income  received  by 
Indians  from  tribally-owned  trust  lands  from  consideration  under 
Federal  welfare  programs,  such  as  SSI.  This  income  is  distributed 
on  a  per  capita  basis  to  tribal  members,  but  the  land  is  owned  by 
the  tribe  as  a  whole  and  managed  for  the  tribe's  benefit  by  the 
Bureau  of  Indian  Affairs. 

Individually-owned  trust  or  restricted  Indian  lands  are  excluded 
from  resources  in  applying  the  resource  test  under  the  SSI  pro- 
gram. However,  income  derived  from  leases  on  individually-owned 
trust  or  restricted  Indian  lands  and  paid  to  an  individual  is  includ- 
ed in  countable  income  when  determining  eligibility  and  benefit 
amounts  for  SSI. 

Such  income  is  typically  received  once  a  year,  resulting  in  recal- 
culation of  SSI,  the  assessment  of  overpayments,  and  sometimes  pe- 
riods of  ineligibility  (including  ineligibility  for  Medicaid).  Calculat- 
ing and  verifying  this  land  income,  adjusting  benefits,  and  related 
activities  constitute  a  major  workload  for  local  Social  Security  and 
State  welfare  offices  in  affected  areas. 

Explanation  of  Provision 

Would  exempt  income  up  to  $2,000  per  year  paid  to  an  individual 
derived  from  leases  on  individually-owned  trust  or  restricted  Indian 
lands  in  determining  eligibility  and  benefit  levels  under  the  SSI 
program. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

26.  Valuation  of  Certain  In-Kind  Support  and  Maintenance  When 
There  is  a  Cost  of  Living  Adjustment  in  SSI  Benefits  (Sec.  7146) 

Present  Law 

Under  current  law,  a  person  who  lives  in  the  household  of  an- 
other person  and  receives  in-kind  support  and  maintenance  from 
the  householder  must  have  his  or  her  Federal  SSI  benefit  reduced 
by  one-third  of  the  Federal  benefit.  Regulations  provide  for  a  "pre- 
sumed maximum  value"  for  measuring  in-kind  support  and  main- 
tenance for  a  person  who  lives  in  his  or  her  own  household  and  re- 
ceives in-kind  support  and  maintenance,  or  lives  in  another  per- 
son's household  and  receives  food  or  shelter,  but  not  both.  This 
'  'presumed  maximum  value"  is  one-third  of  the  Federal  SSI  benefit 
plus  $20  per  month  (the  amount  of  the  unearned  income  exclusion 
from  countable  income). 

Under  the  two-month  retrospective  accounting  principle  that 
generally  governs  SSI  benefit  calculations,  SSI  benefits  are  deter- 
mined after  looking  at  the  income  in  the  second  preceding  month. 
In  this  system,  an  individual's  countable  income  in  the  second 
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month  before  the  current  month  is  used  to  determine  the  SSI  bene- 
fit for  the  current  month. 

As  a  result  of  this  use  of  retrospective  accounting,  the  presumed 
value  of  in-kind  support  is  not  increased  at  the  time  an  annual 
cost-of-living  adjustment  (COLA)  to  SSI  benefits  takes  effect.  Each 
time  SSI  benefits  are  increased  by  a  COLA,  SSI  benefits  for  Janu- 
ary and  February  are  calculated  using  the  increased  value,  but  the 
reduction  in  benefits  for  receipt  of  support  and  maintenance  in- 
kind  is  made  on  the  lower  pre-COLA  November  and  December  Fed- 
eral SSI  benefit.  A  two-month  lag  occurs  between  the  receipt  of  the 
COLA  and  the  adjustment  for  increased  value  of  in-kind  support.  A 
beneficiary  will  receive  a  COLA  in  January  and  then  in  March 
when  the  post-COLA  Federal  SSI  benefit  is  used  for  valuing  the  re- 
duction for  in-kind  support  and  maintenance,  SSI  benefits  drop. 
This  generates  additional  paperwork  for  the  Social  Security  Ad- 
ministration and  sometimes  confuses  the  beneficiary. 

The  Social  Security  Administration  has  requested  a  technical 
amendment  to  eliminate  this  unintended  two-month  benefit  in- 
crease. 


Explanation  of  Provision 

Would  use  the  current  month's  Federal  benefit  amount  in  deter- 
mining the  value  of  in-kind  support  and  maintenance  in  calculat- 
ing the  current  month's  Federal  benefit  to  be  paid.  This  would 
eliminate  the  unintended  benefit  increase  for  January  and  Febru- 
ary following  a  COLA  and  the  offsetting  reduction  for  March. 

Effective  Date 

The  provision  would  apply  to  benefits  paid  after  calendar  year 
1993. 

27.  Treatment  of  Revocable  Burial  Insurance  Policies  (Sec.  7147) 

Present  Law 

Under  present  law,  the  Social  Security  Administration  considers 
the  cash  value  of  a  revocable  burial  insurance  policy  to  be  a  re- 
source when  determining  SSI  eligibility.  Prior  to  August  1990,  the 
Social  Security  Administration  (SSA)  excluded  the  cash  value  of  a 
revocable  burial  insurance  policy  from  consideration  as  a  resource. 
After  reviewing  its  policy,  SSA  decided  that  individuals  who  have 
revocable  insurance  policies  have  access  to  the  face  value  of  the 
policy  and  therefore,  under  SSA's  interpretation  of  the  law,  revoca- 
ble burial  insurance  policies  should  be  considered  a  resource.  On 
the  other  hand,  irrevocable  burial  insurance  policies  are  excluded 
as  a  resource.  . 

As  a  result  of  the  new  policy,  individuals  in  certain  States  which 
prohibit  irrevocable  burial  insurance  policies  became  ineligible  for 
SSI  and  Medicaid.  SSA,  in  July  1991,  provided  a  temporary  remedy 
to  this  situation  by  allowing  individuals  to  place  revocable  burial 
insurance  policies  in  a  trust.  This  temporary  resolution  remains  in 
effect  today. 
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Explanation  of  Provision 

The  provision  would  treat  revocable  burial  insurance  policies  in 
the  same  manner  as  irrevocable  burial  insurance  policies  for  the 
purpose  of  determining  SSI  eligibility. 

Effective  Date 

The  provisions  would  be  apply  to  calendar  months  beginning 
after  the  date  of  enactment. 

PART  VI — USE  OF  TAX  INFORMATION  BY  RAILROAD  RETIREMENT  BOARD 

28.  Disclosure  of  Information  to  Railroad  Retirement  Board  (Sec. 

7151) 

Present  Law 

Under  present  law,  the  Railroad  Retirement  Board  (RRB)  has 
access  to  returns  and  return  information  with  respect  to  taxes  im- 
posed under  the  Railroad  Retirement  Tax  Act  for  purposes  of  the 
administration  of  the  Railroad  Retirement  Act  (RRA),  but  it  is  not 
authorized  to  receive  returns  and  return  information  filed  under 
the  Railroad  Unemployment  Repayment  Tax  provisions.  (The  Rail- 
road Unemployment  Repayment  Tax  was  imposed  to  repay  loans 
from  the  Railroad  Retirement  Account  obtained  by  the  Railroad 
Unemployment  Insurance  Account.)  In  addition,  there  is  no  specific 
authority  to  disclose  RRA  information  for  purposes  of  the  adminis- 
tration of  the  Railroad  Unemployment  Insurance  Act  (RUIA). 

Without  access  to  these  data,  the  RRB  cannot  ascertain  whether 
all  Railroad  Unemployment  Repayment  Taxes  are  being  properly 
identified  and  used  only  to  repay  the  loan  from  the  Railroad  Re- 
tirement Account. 

Explanation  of  Provision 

The  provision  would  amend  the  Internal  Revenue  Code  to  enable 
the  RRB  to  obtain  Railroad  Unemployment  Repayment  Tax  infor- 
mation. 

Effective  Date 

The  provision  would  be  effective  on  the  date  of  enactment. 

PART  VII — TECHNICAL  CORRECTIONS 

29.  Technical  Corrections  Related  to  the  Income  Security  and 
Human  Resources  Provisions  of  the  Omnibus  Budget  Reconcilia- 
tion Acts  of  1989  and  1990  (Sees.  7161  and  7162) 

Present  Law 

There  is  no  provision  with  respect  to  these  changes. 

Explanation  of  Provision 

The  bill  includes  a  number  of  technical  amendments  to  the  Om- 
nibus Budget  Reconciliation  Acts  of  1989  and  1990,  which  correct 
clerical  and  typographical  errors  and  delete  an  obsolete  provision. 


381 


Effective  Date 

Each  amendment  would  be  in  effect  as  if  the  amendment  had 
been  included  in  the  provision  of  the  Omnibus  Budget  Reconcilia- 
tion Acts  of  1989  and  1990,  respectively,  to  which  the  amendment 
relates,  at  the  time  the  provision  became  law. 

Subtitle  C.  Oversight  Subcommittee  Provisions 

1.  Misuse  of  Symbols,  Emblems  or  Names  Related  to  the 
Department  of  the  Treasury 

Present  Law 

There  are  currently  no  provisions  in  present  law  prohibiting  the 
use  of  symbols,  emblems  and  names  of  the  Department  of  the 
Treasury  (and  its  subsidiary  agencies)  in  connection  with  mailings 
and  other  solicitations. 

Explanation  of  Provision 

In  order  to  prevent  organization  mailings  from  implying  a  con- 
nection with  or  approval  by  the  Department  of  the  Treasury 
(Treasury),  the  provision  would  extend  to  Treasury  protections 
similar  to  those  provided  for  the  Department  of  Health  and 
Human  Services  (HHS)  in  section  1140  of  the  Social  Security  Act. 

Any  advertisement,  solicitation,  or  other  activity  which  uses  cer- 
tain Treasury-related  words,  letters,  symbols,  or  emblems  in  a 
manner  which  reasonably  could  be  interpreted  or  construed  as  con- 
veying a  false  impression  that  such  activity  is  approved,  endorsed, 
sponsored,  or  authorized  by  Treasury  or  any  of  its  subsidiary  agen- 
cies would  be  subject  to  a  civil  penalty  of  up  to  $5,000  per  violation 
or  in  the  case  of  a  broadcast  up  to  $25,000.  Each  individual  piece  of 
mail  or  separate  solicitation  would  be  considered  a  separate  viola- 
tion. Any  determination  of  whether  there  is  a  violation  of  this  sec- 
tion would  be  made  without  regard  to  use  of  a  disclaimer  of  affili- 
ation with  the  Federal  Government.  The  Secretary  of  the  Treasury 
would  be  required  to  provide  to  the  House  Ways  and  Means  and 
Senate  Finance  Committees  a  report  on  the  enforcement  activities 
relating  to  the  provisions  by  May  1,  1994. 

Effective  Date 
The  provision  is  effective  on  enactment. 

2.  Certain  Organizations  Required  to  Disclose  Nonexempt  Status 

Present  Law 

There  is  no  present-law  rule  requiring  a  non-profit  organization 
that  does  not  have  Federal  tax-exempt  status  to  disclose  whether 
or  not  the  organization  is  tax-exempt  under  the  provisions  of  the 
Internal  Revenue  Code. 

Explanation  of  Provision 

In  order  to  reduce  public  confusion  as  to  whether  an  organization 
has  Federal  tax-exempt  status,  the  provision  would  require  organi- 
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zations  which  do  not  have  Federal  tax-exempt  status,  but  describe 
themselves  in  an  advertisement  or  solicitation  as  "non-profit,"  to 
disclose  in  an  express  statement  that  such  organization  is  not 
exempt  from  Federal  income  taxes.  Failure  by  the  organization  to 
make  such  a  required  disclosure  would  be  subject  to  a  civil  penalty 
of  $1,000  per  day,  unless  such  failure  was  due  to  reasonable  cause, 
up  to  $10,000  per  annum.  Failure  to  make  such  required  disclosure 
where  there  is  intentional  disregard  of  the  requirement  would  be 
subject  to  a  penalty  of  a  $1,000  per  day  or  50  percent  of  the  cost  of 
the  solicitation,  without  regard  to  the  $10,000  per  annum  limit. 

Effective  Date 
The  provision  is  effective  on  January  1,  1993. 

3.  Exempt  Organizations  Required  to  Provide  Copies  of  Certain 
Public  Documents 

Present  Law 

Code  Section  6104(d)  requires  a  tax-exempt  organization  to  make 
available  for  public  inspection  the  organization's  annual  informa- 
tion return  Forms  990  for  the  three  most  recent  tax  years,  and  its 
application  for  tax-exempt  status. 

Explanation  of  Provision 

In  order  to  improve  public  access  to  information  tax-exempt  or- 
ganizations file  with  the  Internal  Revenue  Service,  the  provision 
would  require  a  tax-exempt  organization  to  furnish,  upon  request, 
copies  of  the  organization's  Forms  990  and  application  for  tax- 
exempt  status.  Such  copies  would  be  required  to  be  provided  with- 
out charge,  other  than  a  reasonable  fee  for  the  cost  of  reproduction. 

Effective  Date 

The  provision  is  effective  on  January  1,  1993. 

HI.  BUDGET  EFFECTS  OF  THE  BILL 

In  compliance  with  clause  7  of  Rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  the  following  statement  is  made  about 
the  effect  on  the  budget  of  this  bill,  H.R.  11,  as  reported. 

The  estimated  budget  effects  of  the  bill  as  reported  are  shown  in 
the  following  table: 
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IV.  VOTE  OF  THE  COMMITTEE  AND  OTHER  MATTERS  TO 
BE  DISCUSSED  UNDER  HOUSE  RULES 

A.  Vote  of  the  Committee 

In  compliance  with  clause  2(1)(2)(B)  of  Rule  XI  of  the  Rules  of  the 
House  of  Representatives,  the  following  statement  is  made  about 
the  vote  of  the  committee  on  the  motion  to  report  the  bill,  H.R.  11, 
as  amended.  The  bill,  as  amended,  was  ordered  favorably  reported 
by  voice  vote. 

B.  Other  Matters 

In  compliance  with  clause  2(1)(3)  and  2(1)(4)  of  Rule  XI  of  the 
Rules  of  the  House  of  Representatives,  the  following  statements  are 
made  with  respect  to  the  committee  action  on  H.R.  11,  as  amended. 

OVERSIGHT  FINDINGS 

With  respect  to  subdivision  (A)  of  clause  2(1)(3)  (relating  to  over- 
sight findings),  the  committee  advises  that  it  was  as  a  result  of  the 
committee's  oversight  activities  with  respect  to  tax  incentives  for 
enterprise  zones,  extension  of  certain  expiring  provisions,  jobs 
training  program,  real  estate  tax  provisions,  certain  minimum  tax 
provisions,  luxury  excise  tax,  diesel  fuel  excise  tax  for  motor  boats, 
tax  simplification,  Taxpayer  Bill  of  Rights,  technical  corrections, 
certain  revenue-offset  provisions,  and  certain  other  subcommittee 
legislative  proposals  that  the  committee  concluded  that  it  is  appro- 
priate to  enact  the  provisions  contained  in  the  bill.  (See  Part  I  of 
this  Report  for  a  legislative  background  on  the  committee  and  sub- 
committee hearings  and  markup  relating  to  the  provisions  of  the 
bill  as  reported.) 

TAX  EXPENDITURES 

With  respect  to  subdivision  (B)  of  clause  2(1)(3),  after  consultation 
with  the  Congressional  Budget  Office,  the  committee  states  that 
the  changes  made  to  existing  law  by  this  bill  as  reported  involve 
increased  tax  expenditures  with  respect  to  the  income  tax  provi- 
sions showing  a  revenue  loss  and  reduced  tax  expenditures  with  re- 
spect to  the  income  tax  provisions  showing  a  revenue  increase.  (See 
revenue  table  in  Part  III  of  this  Report.) 

BUDGET  AUTHORITY 

With  respect  to  subdivision  (B)  of  clause  2(1)(3),  after  consultation 
with  the  Congressional  Budget  Office,  the  committee  states  that 
the  changes  made  by  the  bill  as  reported  involve  budget  authority 
(increases  in  outlays)  as  indicated  in  Part  III  of  this  Report. 

CONGRESSIONAL  BUDGET  OFFICE  ESTIMATES 

With  respect  to  subdivision  (C)  of  clause  2(1)(3),  the  committee  ad- 
vises that  the  Congressional  Budget  Office  has  examined  the  com- 
mittee's budget  estimates  (as  shown  in  Part  III  of  this  Report)  and 
submitted  the  following  statement: 
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U.S.  Congress, 
Congressional  Budget  Office, 

Washington,  DC,  June  SO,  1992. 

Hon.  Dan  Rostenkowski, 

Chairman,  Committee  on  Ways  and  Means, 

House  of  Representatives,  Washington,  DC 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  (CBO)  has 
reviewed  H.R.  11  as  amended  and  ordered  reported  by  the  Commit- 
tee on  Ways  and  Means  on  June  25,  1992.  The  Joint  Committee  on 
Taxation  (JCT)  and  the  CBO  estimate  that  the  bill  would  increase 
the  total  federal  deficit  by  $1,747  billion  in  1992,  and  reduce  the 
deficit  by  $163  million  over  the  1992-1997  period.  Because  the  bill 
would  affect  direct  spending  and  receipts,  it  would  be  subject  to 
pay-as-you-go  procedures  under  section  252  of  the  Balanced  Budget 
and  Emergency  Deficit  Control  Act  of  1985. 

The  JCT  and  CBO  estimate  that  the  bill  would  decrease  federal 
revenues  by  $1,545  billion  in  1992  but  would  increase  revenues  by 
$1,047  billion  over  the  1992-1997  period.  The  bill  also  increases  es- 
timated outlays  by  $884  million  for  the  six-year  period.  The  on- 
budget  deficit  for  1992  would  be  increased  by  $1,747  billion  with 
the  cumulative  six-year  deficit  reduction  totalling  $103  million;  the 
off-budget  surplus  would  decline  by  $10  million  in  1993  but  in- 
crease by  $60  million  during  the  1993-1997  period. 

BUDGET  EFFECTS 

[By  fiscal  year,  in  millions  of  dollars] 

1992        1993        1994        1995        1996        1997  Total 


Estimated  direct  spending: 


On-budget   202  452  251  13  -22  -17  880 

Off-budget   0  (*)  1  1  1  1  4 

Total   202  452  252  14  -21  -16  884 

Revenues: 

On-budget   -1,545  292  -1,099  -901  -777  5,004  983 

Off-budget   0  -10  3  12  24  35  64 

Total   -1,545  282  -1,096  -889  -753  5,039  1,047 

Deficit  effect: 

On-budget   1,747  160  1,350  914  755  -5021  -103 

Off -budget   0  10  -2  -11  -23  -34  -60 

Total   1,747  170  1.348  903  732  -5,055  -  163 


1  Indicates  less  than  $500,000. 

Note.— Components  may  not  add  to  totals  because  of  rounding. 

The  revenue  provisons  of  the  bill  for  the  most  part  are  contained 
in  a  package  of  tax  provisions  directed  toward  distressed  areas,  ex- 
tensions of  certain  expiring  tax  provisions,  tax  measures  previously 
passed  by  the  House  including  the  tax  simplification  portion  of  the 
H.R.  4210,  and  a  set  of  revenue  raisers  including  several  proposals 
from  the  Administration's  budget.  The  largest  effects  on  outlays — 
excluding  the  estimated  reduction  in  offsetting  receipts  resulting 
from  provisions  affecting  the  tax  treatment  of  certain  FSLIC  finan- 
cial assistance — are  from  the  enhanced  federal  match  for  the  JOBS 


388 


program  and  for  a  modified  version  of  the  Administration's  welfare 
reform  proposal.  Together  these  two  provisions  increase  the  deficit 
by  about  $350  million  in  1993  and  by  $630  million  over  the  1993- 
1997  period. 

The  pay-as-you-go  effects  of  H.R.  11,  as  amended  by  the  Commit- 
tee on  Ways  and  Means  and  ordered  reported  on  June  25,  1992,  are 
displayed  below.  The  CBO  estimates  that  the  bill  would  result  in 
$1,973  million  in  deficit  effects  for  the  pay-as-you-go  calculations  in 
1992,  $266  million  in  1993,  $1,431  million  in  1994,  and  $1,016  mil- 
lion in  1995.  These  calculations  assume  that  the  estimated  effects 
of  Social  Security  changes  on  other  federal  spending  and  revenues 
are  included  as  effects  on  the  pay-as-you-go  scorecard.  It  is  CBO's 
interpretation  that  the  Budget  Enforcement  Act  of  1990  requires 
all  changes  in  Medicare  revenues  and  outlays  and  all  income  tax 
effects  of  legislation  be  included  as  pay-as-you-go  effects. 


PAY-AS-YOU-GO  EFFECTS 

[By  fiscal  year,  in  millions  of  dollars] 


1992 

1993 

1994 

1995 

Change  in  outlays  

Change  in  receipts  

Net  effect  

  0 

  -1,973 

  1,973 

359 
93 
266 

217 
-1,214 
1,431 

22 
-994 
1,016 

Note.— Pay-as-you-go  effects  exclude  receipt  and  outlay  effects  of  the  provision  altering  the  tax  treatment  of  certain  FSLIC  financial  assistance  as 
well  as  the  receipt  and  outlay  effects  on  Social  Security  of  certain  provisions. 


If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them.  The  CBO  staff  contacts  are  Paul  Cullinan  and  John 
Tapogna,  who  can  be  reached  at  226-2820,  and  John  Stell,  who  can 
be  reached  at  226-2720. 
Sincerely, 

Stanley  L.  Greigg 
(For  Robert  D.  Reischauer,  Director). 

CONGRESSIONAL  BUDGET  OFFICE  ESTIMATE1 

The  applicable  cost  estimate  of  this  Act  for  all  purposes  of  sec- 
tion 252  and  253  of  the  Balanced  Budget  and  Emergency  Deficit 
Control  Act  of  1985  shall  be  as  follows: 


[By  fiscal  years,  in  millions  of  dollars] 


1992  1993 

1994 

1995 

Change  in  outlays  

0  359 

217 

22 

Change  in  receipts  

  -1,973  93 

-1,214 

-994 

OVERSIGHT  BY  COMMITTEE  ON  GOVERNMENT  OPERATIONS 

With  respect  to  subdivision  (D)  of  clause  2(1)(3),  the  committee 
advises  that  no  oversight  findings  or  recommendations  have  been 


1  An  estimate  of  H.R.  11,  as  reported  by  the  House  Committee  on  Ways  and  means  on  June 

25,  1992. 
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submitted  to  the  committee  by  the  Committee  on  Government  Op- 
erations regarding  the  subject  of  this  bill. 

INFLATIONARY  IMPACT 

In  compliance  with  clause  2(1  )(4),  the  committee  states  that  the 
enactment  of  this  bill  is  not  expected  to  have  a  significant  infla- 
tionary impact  on  prices  and  costs  in  the  operation  of  the  national 
economy.  The  bill,  as  reported,  is  deficit  neutral  over  the  fiscal 
year  1992-1997  budget  period.  The  repeal  of  the  luxury  excise  tax 
on  certain  items  should  lower  the  price  on  those  items,  and  the  im- 
position of  the  diesel  fuels  excise  tax  on  noncommercial  motorboats 
will  result  in  an  increase  in  such  diesel  fuel  prices,  to  the  extent 
the  tax  is  passed  on  to  the  purchaser. 

V.  CHANGES  IN  EXISTING  LAW  MADE  BY  THE  BILL  AS 

REPORTED 

In  the  opinion  of  the  committee,  in  order  to  expedite  the  business 
of  the  House  of  Representatives,  it  is  necessary  to  dispense  with 
the  requirements  of  clause  3  of  Rule  XIII  of  the  Rules  of  the  House 
of  Representatives  (relating  to  showing  changes  in  existing  law 
made  by  the  bill  as  reported). 


I 


ADDITIONAL  VIEWS 


A  number  of  provisions  of  the  bill  ordered  reported  by  the  Com- 
mittee on  Ways  and  Means  are  of  significant  concern.  We  believe 
strongly  that  these  concerns  should  be  addressed  in  the  Conference 
on  this  legislation. 

BUDGETARY  IMPACT 

Because  the  bill  is  not  revenue  neutral  in  each  year,  H.R.  11 
takes  the  extraordinary  step  of  waiving  the  1990  budget  enforce- 
ment law  in  order  to  avoid  an  entitlement  sequester,  principally  of 
medicare,  of  nearly  $8.5  billion  in  fiscal  years  1993  through  1995. 
Furthermore,  this  important  waiver  was  not  included  in  the 
markup  document  or  discussed  during  Committee  consideration. 
Moreover,  under  CBO  scoring,  the  bill  would  not  even  achieve  reve- 
nue neutrality  over  the  period  1992-97  because  one  of  the  provi- 
sions adopted  (dealing  with  the  tax  treatment  of  certain  FSLIC  fi- 
nancial assistance)  should  not  appear  on  a  pay-as-you-go  scorecard. 

ENTERPRISE  ZONES 

The  country's  poorest  and  bleakest  areas  greatly  need  our  atten- 
tion. But  they  need  the  right  kind  of  attention,  and  we  believe  that 
enterprise  zones  can  be  an  innovative  way  to  increase  the  economic 
and  social  well-being  in  those  areas. 

Still,  we  are  disappointed  with  the  enterprise  zone  program  in 
the  bill.  Our  disappointment  lies  primarily  in  what  the  bill  lacks:  a 
reduction  in  the  capital  gains  rate.  Reducing  the  capital  gains  rate 
(or,  even  better,  not  taxing  capital  gains  at  all)  is  an  indispensable 
means  of  invigorating  these  areas.  Many  of  these  investments  will 
be  risky;  reducing  the  capital  gains  tax  will  encourage  individuals 
and  businesses  to  undertake  the  types  of  investments  that  will 
create  jobs.  Also,  we  are  disappointed  by  the  eligibility  criteria  and 
lack  of  a  cost  containment  cap  in  the  bill.  We  greatly  prefer  the 
eligibility  criteria  and  cost  containment  cap  in  the  Republican  sub- 
stitute. Still,  we  applaud  the  rest  of  the  Committee  for  finally 
coming  to  accept  a  proposal  that  Republicans  have  been  urging  for 
years. 

SELF-EMPLOYED  HEALTH  INSURANCE  DEDUCTION 

The  rule  allowing  self-employed  persons  to  deduct  25%  of  the 
cost  of  health  insurance  is  extended  for  only  six  months  (through 
the  end  of  1992)  while  other  expiring  provisions  are  extended  for  18 
months,  2  years,  or  permanently.  The  self-employed  health  insur- 
ance deduction  is  absolutely  necessary  to  bring  small  business 
owners  into  partial  parity  with  large  corporations  for  whom  all  em- 
ployer-paid health  insurance  premiums  are  tax-favored.  Permanent 
extension  of  the  self-employed  health  insurance  deduction,  or  even 
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an  increase  in  the  deduction  to  100%,  is  supported  by  well  over  a 
majority  of  the  members  of  the  House  of  Representatives.  By  ex- 
tending the  provision  for  only  six  months  with  the  hollow  promise 
that  an  additional  extension  will  be  accommodated  in  the  contro- 
versial health  legislation  we  may  consider  later  this  year,  subjects 
this  critical  extension  to  unnecessary  politics. 

RESEARCH  TAX  CREDIT 

We  believe  that  to  the  extent  any  of  the  expiring  tax  provisions 
are  considered  for  permanent  extension,  the  research  tax  credit 
should  be  given  high  priority. 

ESTATE  TAX 

In  yet  another  apparent  rebuke  to  small  business  owners  the 
Committee  has  decided  to  retain  for  five  additional  years  a  55% 
maximum  estate  tax  rate  (actually  60%  for  some  taxpayers).  Under 
the  Economic  Recovery  Tax  Act  of  1981,  the  maximum  estate  tax 
rate  was  supposed  to  be  reduced  to  50%  by  1985.  This  promised  re- 
duction has  been  delayed  twice  before,  once  in  1984  and  again  in 
1987.  Now  the  50%  rate  will  not  apply  until  1998,  13  years  behind 
schedule.  We  believe  that  confiscatory  estate  tax  rates  deter  capital 
formation  and  entrepreneurial  business  growth,  and  unfairly  pe- 
nalize small  family  businesses.  Our  only  solace  concerning  the 
estate  tax  provision  is  that  a  last  minute  amendment  prevented 
the  permanent  extension  of  the  55%  rate. 

MOVING  EXPENSES 

In  a  search  for  revenue  offsets,  and  without  any  apparent  consid- 
eration of  policy,  the  Committee  has  voted  to  impose  a  $5,000  ceil- 
ing on  the  deductibility  of  moving  expenses  (and  an  even  more 
stringent  rule  in  cases  where  those  expenses  are  not  reimbursed  by 
an  employer).  As  far  as  we  know,  the  $5,000  figure  was  chosen 
solely  for  the  amount  of  revenue  it  provides;  there  has  been  no  in- 
formation provided  to  the  Committee  on  such  issues  as  how  many 
families  would  be  affected  or  the  impact  on  families  who  are  forced 
to  move  because  of  adverse  economic  circumstances.  Committee 
members  should  be  aware  that  if  an  employee  is  asked  by  his  or 
her  employer  to  move  and  the  employer  pays  the  full  costs  of  the 
move  (e.g.,  $15,000),  the  employee  could  be  required  to  pay  tax  on 
huge  amounts  of  phantom  income  ($10,000  in  this  case). 

ESTIMATED  TAX 

One  of  the  bill's  revenue  sources  is  a  change  in  the  estimated  tax 
rules  for  individuals.  The  current  100  percent  of  last  year's  tax  li- 
ability safe  harbor  would  be  raised  to  115  percent  for  all  individual 
taxpayers.  The  complex  exceptions  to  the  safe  harbor,  enacted  as 
part  of  last  year's  unemployment  bill,  would  be  deleted.  Those  tax- 
payers will  be  subject  to  the  115%  safe  harbor  as  well. 

We  applaud  the  elimination  of  last  year's  changes  in  the  100  per- 
cent safe  harbor.  The  exceptions  are  extraordinarily  complex,  both 
in  terms  of  applicability  and  calculation.  Many  taxpayers  have  had 
a  difficult  time  determining  whether  they  were  eligible  to  use  the 
100  percent  safe  harbor;  those  who  are  mired  in  the  new  rules  have 
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an  even  more  difficult  time  calculating  the  payments,  due  to  the 
intricacies  of  the  rules. 

Still,  a  number  of  us  have  some  residual  concern  about  the  new 
115  percent  safe  harbor.  Plainly,  taxpayers  need  certainty,  and  any 
safe  harbor  using  a  specified  percentage  of  last  year's  tax  liability 
will  provide  them  with  that  needed  certainty.  Ideally,  we  would  re- 
store the  100  percent  of  last  year's  tax  liability  safe  harbor  to  all 
taxpayers.  That  would  lose  revenue,  however,  and  this  bill's  reason 
for  the  change  was  to  eke  out  more  revenue.  We  wish  we  had  had 
the  opportunity  to  review  this  proposal  in  hearings  and  receive 
public  input.  The  last  time  our  Committee  tinkered  with  the  indi- 
vidual estimated  tax  rules,  it  created  the  mess  we  are  attempting 
to  clean  up  now. 

THRIFTS  RECEIVING  FEDERAL  FINANCIAL  ASSISTANCE 

There  have  been  heated  disputes  about  the  fairness  of  this  provi- 
sion. We  will  not  rehash  them  here.  All  of  us  are  at  least  troubled 
about  some  of  the  tax  incentives  provided  as  part  of  the  thrift  ac- 
quisitions; nonetheless,  retroactively  changing  those  incentives 
based  upon  hindsight  is  troubling  as  well.  As  discussed  above,  we 
do  have  concern  about  use  of  this  provision  to  offset  the  costs  of  the 
bill  to  the  extent  that  CBO  will  not  include  it  on  the  pay-as-you-go 
scorecard. 

SUTER  V.  ARTIST  M. 

The  unfortunate  part  of  our  disagreement  with  the  bill's  provi- 
sion overcoming  the  Supreme  Court's  Suter  v.  Artist  M.  decision  is 
that  we  agree  with  its  general  objective.  Based  on  several  decisions 
since  Suter  was  handed  down  last  March,  it  does  appear  that  suits 
brought  against  State  governments  for  failure  to  provide  services 
clearly  established  in  statute  and  regulation  could  be  thrown  out  of 
court.  We,  too,  believe  that  citizens  should  have  the  right  to  sue  if 
they  are  not  provided  with  services  that  are  clearly  and  unques- 
tionably specified  in  statute  and  regulation. 

But  the  bill's  language,  promising  the  right  to  sue  if  any  state 
plan  "requirement"  is  not  met,  seems  dangerously  broad  to  us. 
There  are  literally  hundreds  of  state  plan  "requirements"  in  the 
programs  established  by  the  Social  Security  Act.  We  cannot  believe 
that  the  Majority  means  to  subject  states  to  this  open  invitation  to 
sue  for  failure  to  provide  every  single  one  of  these  requirements, 
even  those  for  which  funds  are  not  provided  and  those  that  are 
poorly  defined  in  statute  and  regulation.  The  Majority  has  ignored 
the  strenuous  opposition  of  the  American  Public  Welfare  Associa- 
tion and  other  state  and  local  organizations  that  are  greatly  con- 
cerned about  their  language. 

There  is  no  consensus  that  the  language  in  this  bill  would  accom- 
plish what  its  authors  claim  it  would.  At  the  very  least  we  should 
have  hearings  to  get  all  the  facts  and  opinions  on  the  table  and  to 
work  toward  language  that  has  a  reasonable  chance  of  restoring 
the  pre-Suter  rights  of  citizens  to  bring  suit  against  state  govern- 
ments, but  without  opening  state  social  service  departments  to  un- 
warranted and  counterproductive  litigation. 

Bill  Archer. 


393 


Guy  Vander  Jagt. 
Phil  Crane. 
Richard  T.  Schulze. 
Bill  Gradison. 
Bill  Thomas. 
Ray  McGrath. 
Rod  Chandler. 
E.  Clay  Shaw,  Jr. 
Don  Sundquist. 
Nancy  L.  Johnson. 
Fred  Grandy. 
Jim  Bunning. 
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